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A simple fact about a great idea: 





More than 24 years ago, a great idea was born with the release of the 
Lacerte® tax software product. It changed the way professional tax preparers 
got their work accomplished. Through the years, the Lacerte tax product 
has continued to evolve and live up to its reputation as the first name in 
ebanoy cane tech 


It is that same innovative thinking that has sparked the ideas behind the 
Ie uC NOUN C HO MO cele TEMA ch rMeelele Cela m Keema let tccme ne lae nara 
solutions can help your practice see tax preparation in a whole new light. 


We had the idea to try and reduce the dependence on paper in the office. 
From that, the Document Management System (DMS) was created. DMS 
helps you streamline your workflow by enabling you to electronically store 
and retrieve documents quickly and allow you to say goodbye to those 
edt evar Ceme-loyt ees 


Another idea to reduce paper has led to the creation of our e-Organizer 
system. e-Organizer allows you to send your organizer documents to your 


Evaluation Disc 


Call Today for Your 
eo _ Lacerte Evaluation Kit 


877-556-4349 


LAGERTE 


It generates more great ideas. 


clients electronically, saving time, paper and postage ... and to retrieve and 
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Next we turned our attention to making it easier for you to help your 
clients save on their tax liability, and to help them plan for the future with 
two additional products. The 1040 Tax Analyzer helps you review your 
client's return in just a-few seconds for possible savings. The Tax Planner 
product integrates with the Lacerte 1040 program to help you project your 
clients’ future tax liability under multiple scenarios, and generate detailed, 
professional-quality reports with helpful graphs and custom documents. 
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ucts to help complete your accounting, write-up and tax preparation needs. 
And since QuickBooks* and Intuit” EasyACCT* accounting solutions are 
from Intuit, your ability to integrate these products into your practice is 
enhanced. 


See for yourself how the bright ideas at Lacerte can change the way you 
look at your tax preparation software. 


4 Years of Excellence! 
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THE FIRST NAME IN TAX SOFTWARE 
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© 2004 Intuit Inc. All rights reserved. Intuit, the Intuit logo, QuickBooks, EasyACCT, and Lacerte, among others, are registered trademarks and/or registered service marks of Intuit Inc. in the United States and other countries. 
Other parties’ trademarks or service marks are the property of their respective owners and should be treated as such. 
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Same integrated materials. Same superior 
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WG&L uence Reporting & Management on 
 RIA’s Checkpoint® 
Interpreting the Guidelines So You Don’t Have To. 


How many SEC Guidelines came across your desk last year? 


You don't want to know. Especially when you consider that these are in 
addition to the flood of new guidelines and information from the AICPA, 
FASB, and the newly formed PCAOB, among others. Lately, if you miss 
one week, you're missing a lot. 


WG&L Financial Reporting & Management products can help you both 
digest and communicate this fast breaking, complex information. You 
can get timely updates from the SEC, the PCAOB, FASB, and GASB, with 
analysis written by our expert authors that breaks down this complex 
information and puts it into the context of your business. You also get 
charts, cross-reference tables, interactive checklists, model language, 
sample disclosures, and other tools that can help you pull the 
information together and use it. 


All of WG&L Financial Reporting & Management is available on _ 
Checkpoint, the most powerful online integrated solution made for 
accountants. Also on Checkpoint is RIA's innovative new tool SECPlus 
that can drastically help simplify your SEC filing process. 


Use WGS&L Financial Reporting and Management 
on Checkpoint FREE for 30 days. 
Visit Tinanciali 

or call 1.800.950.1216 
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27 WITH INTEGRITY AND FAIRNESS: 
A conversation with the 
Commissioner of Internal Revenue 
Think you’re busy this month? 
Imagine being Mark W. Everson, 
Commissioner of Internal Revenue, 
heading into tax season with a $10 
billion budget and a staff of 100,000. 
Everson talked with the Journal of 
Accountancy about his personal 
priorities, his enforcement efforts and 
his high hopes for closer relationships 
between his fellow CPAs and the IRS. 
For all CPAs. 


Personal Financial Planning 


34 IS YOUR RETIREMENT PLAN 
REALLY SAFE? 

Richard A. Naegele and Mark P. Altieri 
A landmark ruling by the U.S. 
Supreme Court has modified the 
protections afforded to retirement plan 
assets from creditors, and other new 
court cases and IRS rulings have 
affected 401 (k)s and IRAs. It’s time for 
CPAs to take a second look at 
protecting their own and their clients’ 
retirement benefits. For CPAs who 
offer investment advice or are 
consultants to small businesses. 


38 BUILD CUSTOMIZED 

BOND PORTFOLIOS 

Stuart Zimmerman 

CPAs increasingly are becoming the 
preferred providers of investment 
advice. This article offers suggestions 
for elevating firms to the next level of 
service by offering individually 
constructed bond portfolios to clients. 
For CPAs who currently have a 
registered investment advisory 
practice. 
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44 PEER REVIEW IS STRONGER AND 
BETTER NOW 

David Jentho and Dean Beddow 

The AICPA peer review board has 
enhanced the peer review program, its 
standards and its overall process. The 
revisions are designed to improve the 
quality of peer reviews and increase 
the usefulness of subsequent reports to 
the public and regulators that rely on 
them. For CPAs participating in the 
peer review program. 
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48 MASS MAILINGS MADE SIMPLE 
Bonnie Brinton Anderson, Larysa V. 
Opyra and Marshall B. Romney 
Microsoft Office’s Mail Merge 
function can help you create custom 
client communications by merging 


names, addresses and other data. For 
all CPAs. 
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57 WILL THEY THROW EGGS? 

Kelly J. Watkins 

With the advent of Sarbanes-Oxley, 
CPAs—especially those in internal 
audit—are making more presentations 
than ever to the board of directors’ 
audit committee and other groups. 
This article explains how to develop 
effective presentations for a wide 
variety of technical and nontechnical 
audiences. For internal auditors, CFOs 
and all CPAs who speak before groups. 
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63 NO LONGER AN “OPTION” 

Tim V. Eaton and Brian R. Prucyk 
Companies this year must use the fair 
value method to value options and 
other share-based compensation. This 
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article will explain the financial 
statement changes and offer a firsthand 
account from a CPA and CFO who 
began expensing options in 2003. For 
CPAs who prepare or audit financial 
statements. @> 
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XBRL can improve the performance 
and usefulness of virtually any business 
information process. Here’s an 
explanation of what it can do—and a 
resource for teaching your employers 
and clients all about it. For CPAs in 
industry, public practice, education 
and government. < 
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you’re operating at peak productivity? 


Since 1979, Creative Solutions has pioneered software integration, building all products 
from the ground up to share data and work together seamlessly. Data contained in any 
CS program is instantly available to all other programs. Now, the CS Professional Suite 
advances the power of integration to all aspects of your practice. 


With the CS Professional Suite, you’ll realize productivity gains simply not possible with 
pieced-together systems. Our comprehensive tax, accounting, payroll, practice, paper- 
less document management, and client applications are guaranteed to provide greater 
efficiency to your practice. Add our advanced 24/7 web services, and you deliver 
unbeatable service in less time with less effort. The ultimate in productivity and service... 
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The AICPA Professional Ethics Executive Cornmittee (PEEC) revised three aspects of In- 
terpretation 101-3, “Performance of Nonattest Services,’ to respond to members’ ques- 
tions about the intent of the guidance and to ensure its continued effectiveness in 
promoting members’ independence when rendering nonattest services to attest clients 
(www.aicpa.org/members/div/ethics/intr_101-3.htm). The revisions relate to the following 
general requirements of the interpretation. 

Competency requirement. This provides in part that an attest client must designate a 
competent employee to oversee the provision of nonattest services to that client. Revision: 
To clarify its intent, PEEC replaced the term competence with the phrase suitable skill, 
knowledge, and/or experience throughout the interpretation and substituted for the term 
(client) employee the word individual to make it clear that the person the client designates to 
oversee the service could be the company owner or an external party—such as a book- 
keeper or controller, where those functions are outsourced. 

Documentation requirement. This requires that members document their understand- 
ing of key aspects of the nonattest services engagement with the client. Revision: A mem- 
ber’s failure to document an existing understanding with a client will not impair his or her 
independence; however, such a failure will violate Rule 202, Compliance With Standards, 
of the Code of Professional Conduct. 

Routine activities. The revision clarifies that routine activities performed as part of the 
normal relationship with the client are exempt from both of the above general require- 
ments. To provide further guidance, PEEC will define routine activities for the interpreta- 
tion’s purposes. 

The AICPA professional ethics staff also revised its bookkeeping and general require- 
ment questions and answers (www.aicpa.org/download/ethics/nonattest_q_a.pdf) to address 
member inquiries and reflect recent changes in the PEEC’s independence guidance. 

TE COMPANY P NECE 
An AICPA task force unanimously supported developing GAAP for private companies 
using concepts and accounting that meet the needs of their financial statement users. 
Privately held, for-profit entities represent more than 99% of the nation’s incorporated 
businesses. 

James G. Castellano, CPA, task force head and former AICPA chair, said the group 
had had no preconceived notion of problems with private company GAAP financial re- 
porting. “We wanted to find out whether those who did have concerns were a vocal mi- 
nority or a majority of stakeholders,” he said. The task force based its conclusions on 
comments from more than 3,700 lenders, investors, sureties, business owners, financial 
managers and public accounting practitioners. Its report is available at www.aicpa.org/ 
members/div/acctstd/pvtco_fincl_reprt/index.htm. 

Although these key constituency groups gave a fairly high rating to GAAP’s overall 
value as exemplified by its consistency and usefulness in making capital allocation deci- 
sions, they also said many GAAP requirements should be more relevant to and useful for 
private company financial reporting. 

“We reached out to numerous organizations and individuals at various points in this 
process,’ said AICPA President and CEO Barry C. Melancon, CPA. “The AICPA board 
of directors, subject to input from its governing council, supports the task force’s findings 
and conclusions. A collaborative effort is the best way forward on this important topic.” 


The International Federation of Accountants (www.ifac.org) is seeking two public members 
for its International Auditing and Assurance Standards Board and will accept nominations 
until April 15, 2005. Candidates need not possess a professional accounting designation, 
but should have significant experience with audit issues related to public and private com- 
panies and government entities. 
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,  ProSeries announces the cure 
for one-size-fits-all tax software. 


Don’t settle for ordinary tax software. ProSeries® delivers custom-designed solutions over 
60,000 tax pros rely on. Here’s how to choose the perfect ProSeries solution for your practice. 


Everyday is a new adventure for your small tax prep business. 
New clients. New challenges. New goals. ProSeries Basic Edition fits 
your needs perfectly. It’s designed for smaller practices that prepare 
1040s and state individual returns — and want expert guidance 
throughout the tax preparation process. Plus, ProSeries Basic lets 

you e-file an unlimited number of returns, and easily access live help 
_if you need it. Call toll-free for more information, or to order your free 
evaluation kit. Even more good news: all this : 
professional-strength tax preparation power P Seri CS: 


starts at just $250. , BASIC EDITION 





Take your growing practice to the next level. 


If you’re a busy tax professional who prepares a high volume of bank 
product returns each season, it’s time you made the move to ProSeries 
Express Edition. It’s designed to help you prepare returns faster with 
easy navigation — so you can serve more clients in less time. With 
ProSeries Express, it’s easy to offer the bank products your clients 
want, including RTCs, RTDDs, State RTs, Cash Cards, IRALs and RALs. 


Get the forms, schedules and help your i 
practice needs with ProSeries Express. a ROErICS, 
Just $795. Express Edition 


Get the high-performance tax tools your established practice needs. 
Step up to ProSeries and prepare federal and state returns for your 
individual and business clients with our most comprehensive series of 
forms and schedules. ProSeries offers modules for 1040, 1040 NR 
returns, plus forms 706, 709, 1120, 1120S, 1065, 1041, 990, 
State, and more. All modules have the same look and feel, so once 
you know how to use one, you know how to use them all. Our pricing 
options make it easy to customize j 
modules to suit the unique needs Prowse 


of your practice. The Tax Professional's Choice 








oy é & ROE ec riia see 
n Ul DEMO CD or download from: www.proseries.com | 


© 2005 Intuit Inc. All rights reserved. Intuit, the Intuit logo and ProSeries are registered trademarks of Intuit Inc. in the United States and other 
countries. Other parties trademarks and service marks are the property of their respective owners and should be treated as such. 
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Applause for JofA 

I applaud your honoring the 100th 
anniversary of the JofA with excerpts 
from earlier issues. The bottom line in 
the letter in the January issue (page 
11)—“the more things change, the 
more things stay the same”—is cer- 
tainly supported by the November 
1955 table of contents that ran in Feb- 
ruary (page 11). 

I am sure plans for forthcoming is- 
sues are appropriate and will be of 
much interest to readers. Nonetheless, I 
would like to make a simple suggestion 
based on my general impressions from 
reading/scanning the JofA from the 
November 1905 issue through approxi- 
mately the mid-70s at the West Virginia 
University’s main library: Ask some key 
thinkers among practitioners to identi- 
fy the articles most perceptive in de- 
scribing/predicting the future among 
the feature articles for each of the 10 
decades of publication. The initial se- 
lections could be reviewed by a group 
of evaluators, and the best of each 
decade posted at an AICPA Web site or 
excerpted for the October 2005 issue. 

There were many excellent articles 
that reflected serious interest in fur- 
thering the practice of public account- 
ing. A sample of the insight of writers 
would be appealing! Are some predic- 
tions about 2105 a possibility? 

Best wishes for much enjoyment of 
the JofA’s 100th anniversary! 

Mary Ellen Oliverio, CPA 
New York City 


First JofA and Today 

In a reprint of the first issue of the JofA 
in 1905 (JofA, Jan.05, page 12) the first 
paragraph citing the growth of the pro- 
fession and the trend toward periodic 
audits by CPAs noted, “Banks, trust 
companies and insurance companies 
have more recently adopted the same 
plan as a guarantee of security to de- 
positors and policyholders, and the best 
method of protecting against fraud.” 


It seems the public expectation in 
1905 that audits should protect against 
fraud existed before most states had 
passed public accountancy acts. Who 
has the wrong expectation of audit 
scope? Is it the public or the profes- 
sion? Maybe it is time to stop com- 
plaining that too much is expected and 
Just find a way to deliver the service. 

Joe von Bose, CPA 

Corporate Manager of Accounting 
Operations 

Six Flags Theme Parks 

Grand Prairie, Texas 


Cash Is Best 

“Price Equals Value Plus Terms” 
(JofA, Dec.04, page 67) is one of the 
most comprehensive articles on CPA 
practice pricing I have ever read. 
However, the comment, “Low inter- 
est rates have encouraged many recent 
buyers to borrow the money to make 
a large down payment and thereby re- 
duce the purchase price,” defies ac- 
cepted wisdom. 

Those who charge their purchases 
often pay far more than those using 
their own cash at closing—and so, too, 
have many CPAs, plied for decades 
with bankers’ accommodating credit. 

James McKeown, CPA 
Cicero, New York 


Author’s reply: | agree wholeheartedly 
with the writer’s point regarding cash 
up front. The article was citing a trend, 
not my opinion, regarding this subject. 
However, your comment is based on 
the assumption that the buyer has the 
cash available without the need for an 
external lender, which is definitely not 
the case in every situation. 

Also, if a buyer can reduce a multi- 
ple to, let’s say, 0.75X instead of 1X 
with additional cash, that may be a 
greater savings than the interest factor. 

Joel Sinkin 
J. Sinkin Consulting 
Happauge, New York 








Get everything you 
need to keep your 


growing small business 
clients happy with 

Best Software 
Accountants Network. 


» 60% off 

» Peachtree Premium™ 
Accounting 2005 
Accountants’ Edition 


Your business in mind. 
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What were the profession’s contributions during the Second World War? Two Journal of Accountancy edito- 
rials—one from October 1939, before the United States entered into combat, and one from June 1945, 
written just as V-E day was announced—describe the contribution CPAs made during the war years and 
envision the many areas in which they would be needed in an economy shaken by battle. We reprint these 
glimpses into the profession’s past as part of an ongoing series celebrating the JofA’s centennial this year. 
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C C nevitable speculation as to whether the United States will become involved in the conflict will re- 
mind many accountants of the demands on them in 1917 and 1918. Supervision of accounting re- 
lated to cantonment construction; cooperation with government departments in scrutinizing © 
contracts for supplies; service with government boards for review of excess-profits taxes, for price 

fixing, for property accountability, and for review of interallied transactions are some of the activities which will 

be remembered. 


The accounting profession proved its mettle then, and if the call comes it will serve again.” 
— October 1939 


CG C ccountants played their part in bringing about [the war’s] successful conclusion. In uniform and 
out, they did what was required of them to keep in working order the complex network of fi- 
nancial transactions, which might be described as the nervous system of a free-enterprise econ- 
omy engaged in total war. | 

Without the accounting profession’s aid the intricate procedures for procurement of war material, price con- 
trol, war taxation, renegotiation and termination of war contracts would hardly have been possible; nor could 
the civilian economy have kept from bogging down in the maze of record-keeping and reporting requirements 
imposed upon it. The profit system might have had to be suspended for the duration; or exploitation of the war 
emergency might have been wide enough to earn the lasting enmity of all the people for private business. 

The second half of the double war [Editor’s note: The writer refers to the war in Asia, which had not yet ended] re- 
mains to be won, and accountants will continue to do their part in winning it. But it is reasonable to suppose 
that problems of a different nature will soon confront the profession—problems related to surplus-property dis- 
posal, reconversion, expansion, new financing, international trade, and government regulation designed to im- 
prove the living standards of the people, rather than to fight a war. Accountants will have great opportunities to 
help their clients and the whole public in the solution of these problems. Their training and experience—par- 


ticularly in the rigorous experience of the war years—equip them admirably to take a leading part in the re- 
building of a peaceful economy.” 


L —June 1945 











TYPOGRAPHIC ILLUSTRATION BY DANIEL PELAVIN 





12. JOURNAL of ACCOUNTANCY April 2005 









OS 





dd. 





IS surveye 





& 
+ 








all tax professional 


gst 


“sdirenpenareencaenmnest 





Complexity | 
yCMe uch 









More forms than ever can be 
submitted electronically ; 


95% of tax professionals say 
e-file makes their lives easier’ 
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9 out of 10 say e-file is the way 
of the future™ : 
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with Sarbanes-C Oxley 


Choose wisely. 


Get the complete package. UHY professionals are a 
logical alternative for your Internal Controls and 
Sarbanes-Oxley compliance needs. 


Don’t compromise on quality. 


Substantial experience. Partner attention. It’s what we 
call The Next Level of Service. 


UH Advisors 
Tax & Business Consultants 


uhy-us.com 148 Affiliate Offices Worldwide 





NEWSDIGEST 


BVM 


@ The AICPA enhanced the Web site 
(www.aicpa.org/EBPAQC) of its Em- 
ployee Benefit Plan Audit Quality 
Center, a firm-based voluntary mem- 
bership community promoting high- 
quality audits of pension, health and 
welfare and 401(k) plans. The center 
offers practical tools, guidance on au- 
dit performance, best practices and in- 
formation on emerging issues to 
auditors interested in or practicing in 
this area. It also raises public awareness 
of members’ commitment to maxi- 
mizing audit quality. The Institute or- 
ganized the Web site around a home 
page that serves as a single access point 
to the latest developments in employee 
benefit plan audits. 


@ The Public Company Accounting 
Oversight Board (PCAOB) issued a 
question and answer (Q&A) on imple- 
menting Auditing Standard no. 2, An 
Audit of Internal Control Over Financial 
Reporting Performed in Conjunction with 
an Audit of Financial Statements, supple- 
menting those it published in 2004 
(www.pcaobus.org/standards/staff_ques- 
tions_and_answers/index.asp). The 
Q&A provides guidance on the docu- 
mentation completion date. Concur- 
rently the Securities and Exchange 
Commission’s (SEC) Division of Cor- 
poration Finance released a series of 






@ For single-click access to fur- 
ther coverage of the news stories 
listed here, visit the Journal of Ac- 
- countancy Web site at www.aicpa. 
_ ofg/pubs/jofa/joahome.htm. 
1 For news from the AICPA and 
state societies, visit www.cpa2biz. 
com, which also offers online CPE, 
AICPA professional literature, — 
pra tice management aids and 
‘s to state society Web sites. 
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Know When to Hold ’Em 


When they have tough decisions to make, senior executives usually 


Percentage of respondents 


Deal with them 
right away | 


Seek others’ 
opinions first 


Wait until — 





absolutely necessary 
Defer them 


Focus on easier 
decisions 
Delegate them 
to others . 
Avoid them a 


Make them without 
enough thought 


Note: Multiple responses __ 
were allowed. — 


Source: Survey of 170 senior-level executives and 
managers, Net Future Institute, North Hampton, 
New Hampshire, www.netfutureinstitute.com, 2004. 





Q&As representing the SEC staff’s 
views on exemptions from commis- 
sion rules on the filing of manage- 
ment’s report on internal control over 
financial reporting and the related au- 
ditor report (www.sec.gov/divisions/ 
corpfin/faq012105.htm). 


M@ The AICPA published a collection 
of all PCAOB professional standards 
and associated rulings through De- 
cember 1, 2004. The paperback 
PCAOB Standards and Related Rules (# 
057195JA) can be ordered online at 
www.cpa2biz.com or by phone at 888- 
777-7077 (members, $84; nonmem- 
bers, $105). 


a eed Le 


® Financial Executives International 
CEO and President Colleen Cun- 
ningham identified the following top- 
ics (www.fei.org/fei_ceo_top10.cfm) as 


April 2005 


30 50 


CHART: KELLEY GRAPHICS 


2005’s top 10 financial reporting chal- 
lenges: accounting for stock options, 
internal controls reporting, revenue 
recognition, uncertain tax positions in 
financial statements, repatriation of 
foreign earnings, accounting for 
business combinations, accounting 
for inventory costs, disclosure of off- 
balance-sheet arrangements, adoption 
of the extensible business reporting 
language and SEC guidance on man- 
agement discussion and analysis. 


@ The SEC established a voluntary 
program under which registrants may 
submit certain mandatory filings to the 
commission (www.sec.gov/spotlight/ 
xbri.htm) in extensible business report- 
ing language (XBRL) format. The 
program, which begins with the 2004 
calendar yearend reporting season, will 
assess registrants’ ability to properly tag 
their data in XBRL and the benefits of 
using tagged data for analysis. (For 
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more on XBRL, see “XBRL: A Mul- 
titalented Tool,” page 70.) 
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@ The Federal Accounting Standards 
Advisory Board (FASAB) issued im- 
mediately effective implementation 
guidance for Statement of Federal Fi- 
nancial Accounting Standards (SFFAS) 
23, Eliminating the Category National 
Defense Property, Plant, and Equipment 
(www.fasab.gov/ pdffiles/sig_23_1.pdf). 


SU 


@ The International Federation of Ac- 
countants (IFAC) released an exposure 
draft (ED) and several publications. 
The ED, Proposed International Public 
Sector Accounting Standard: Financial 
Reporting Under the Cash Basis of Ac- 
counting—Disclosure Requirements for 
Recipients of External Assistance, is in- 
tended to enhance transparency and 
relevance of disclosures about financial 
assistance to governments and other 
public sector entities. Comments are 
due June 15, 2005. IFAC also pub- 
lished a report, International Public Sec- 
tor Accounting Standards (IPSASs) and 
Statistical Bases of Financial Reporting: 
An Analysis of Differences and Recom- 
mendations for Convergence, and released 
the 2005 editions of Handbook of Inter- 
national Auditing, Assurance, and Ethics 


Your Financial Future 


Fewer than 3 out of 10 
Americans are confident 
their saving and financial 
planning knowledge wil 
ensure a secure 
retirement for at least 

25 years after they 

stop working. 


Don’t know \_ 
4% 


Source: Americans Talk About Persona 
Finances, a Roper Poll on behalf of the 
AICPA of 1,014 U.S. citizens age 18 and 
over, www.aicpa.org, 2004. 
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Pronouncements and Handbook of Inter- 
national Public Sector Accounting Pro- 
nouncements. They’re available at www. 
ifac.org/store. 


INVESTMENT RESEARCH 


@ A joint task force of the Institute of 
Chartered Financial Analysts and the 
National Investor Relations Institute 
released as final voluntary best practice 
guidelines governing relations between 








Growth Drives Hiring 


third quarter of 2004 due to 





Business growth o 
Rising workloads _ 
Staffing issues/attrition 


Increased demand . 
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CFOs anticipated a net increase of 4% in hiring 
accounting and finance professionals during the 
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Somewhat 





Not very — 
confident 
20% 


CHART: KELLEY GRAPHICS 


securities analysts and companies they 
cover (www.cfainstitute.org). They ad- 
dress analysts’ independence from cor- 
porate issuers’ influence, analysts’ 
access to issuer executives, disputes be- 
tween companies and analysts over 
published reports, corporate issuers’ 
prepublication review of analysts’ re- 
ports, and issuer-sponsored research. 


PERSONAL FINANCIAL PLANNING 


@ The AICPA and the Department of 
Labor (DOL) are partnering to edu- 
cate American women of all ages 
about personal financial management. 
Using CPA/PFS (Personal Financial 
Specialist) volunteers from the Insti- 
tute’s 360 Degrees of Financial Litera- 
cy program (www.aicpa.org/financial 
literacy/index.asp) and the resources of 
the DOL Women’s Bureau (www.dol. 
gov/wb), such as mentoring, classroom 
instruction and an online financial ed- 
ucation curriculum, the partnership 
will help women develop the practical 
skills they need to better control their 
money and lives. 
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M@ The AICPA released the 2004 edi- 
tion of its annual report, The Supply of 














Accounting Graduates and the Demand for 
Public Accounting Recruits (www.aicpa. 
org/members/div/career/edu/sagdpar. 
htm), which found the number of 
bachelor’s degrees awarded rose by 6% 
and master’s degrees by 30% over the 
prior year while enrollment in ac- 
counting programs grew by roughly 
the same percentages. More than 
109,000 candidates sat for the CPA 
examination—slightly more than in 
2003. Hiring increased at single-digit 
rates and 18% of new employees were 
members of minority groups. The re- 
port predicted long-term growth in 
hiring of accounting graduates by 
firms of all sizes. 


@ The AICPA named Ben Neuhausen 
of BDO Seidman LLP the chair of its 
Accounting Standards Executive 
Committee (AcSEC), succeeding 
Mark Bielstein of KPMG LLP. As an 
AcSEC member, Neuhausen earlier 
chaired the AICPA Task Force on 
Real-Estate Time-Share Transactions. 
AcSEC member Carl Kampel of Ellin 
& Tucker, Chartered, will become the 
committee’s vice-chair after its meet- 
ing this month. 


@ An AICPA Business and Industry 
Economic Outlook Survey (www. 
aicpa.org/download/cefm/business_in- 
dustry_survey.pdf) found that 71% of 
CPAs serving as CEOs or CFOs were 
optimistic about the nation’s economy 
and its prospects this year. 


@ The AICPA developed an incident 
response plan (www.aicpa.org/innova- 
tion/baas/ewp/incident_response_plan. 
asp) that CPAs can use to help orga- 
nizations design, create or adapt cus- 
tomized strategies for managing 
security breaches that threaten the 
confidentiality of individuals’ personal 
information. 


@ The U.S. Department of Com- 
merce’s International Trade Admuinis- 
tration is seeking CPAs with two or 
more years of public accounting expe- 
rience to perform cost-of-production 
investigations of foreign manufacturers. 


The starting salary ranges from $62,886 
to $81,747. Applicants must be U.S. 
citizens and proficient in GAAP, 
GAAS and manufacturers’ cost-ac- 
counting systems. E-mail resumes to 
accounting_officeWita.doc.gov. 


M@ The IRS developed the EITC As- 
sistant, a Web-based questionnaire 
designed to help working families de- 


NACVA’s 
Twelfth 
Annual 
Consultants’ 





Conference 


f you’re practicing as a 
[ecostens aspire 

to—the year’s first and most 
important multi-disciplinary 
conference will be held June 
1—4, 2005 in Philadelphia, PA. 
Entitled “Valuation, Litigation, 
and Fraud Deterrence— 
Practical, Theoretical, and 
Academic Perspectives,” this 
superconference offers you the 
greatest gathering of industry 


termine whether they’re eligible for 
the earned income tax credit (EITC) 
and, if so, to estimate how much 
credit they'll receive (www.irs.gov/irs/ 
article/0,,id=134523,00.html). For 
2004 the maximum credit is $4,300. 
The tool is available in English and 
Spanish and reflects recent tax law 
changes, including new income limits 


for eligibility. a 


giants from the valuation and associated disciplines. This is an unparalleled opportunity 
to tap the priceless experience of the industry’s undisputed leaders as they address topics 
of critical importance for consulting practitioners. 


Five Separate, Kight-Presentation Tracks 


Regardless of your area of specialization, you'll find insights and information you can put to 
immediate use in building and maintaining your successful practice. Two Business Valuation 
Tracks (Intermediate and Advanced) featuring Nancy Fannon and Chris Treharne, Jim 
Hitchner, Z. Christopher Mercer, Jay Fishman, Roger Grabowski, and Alfred King, among 
others, a Litigation Consulting Track featuring the Honorable Cynthia Rufe and the Honorable 
Gene Cohen on “How Judges View Experts,” a Fraud Deterrence Track featuring Harry 
Cendrowski and Dr. Larry Crumbley, and—new this year—an Academic Track featuring Drs. 
Ashok Abbott, Elroy Dimson, and Pablo Fernandez pushing the theoretical boundaries of the 


valuation profession. 


The breadth and depth of the agenda will astound you. Over 50 presentations and panel 
discussions. To see for yourself and take advantage of early registration discounts, visit the 
conference area listed under “HOT Topics” on the NACVA web site: www.nacva.com. Or call 
NACVA Member Services for a free color brochure: (800) 677-2009. 


National Association of Certified Valuation Analysts 
1111 Brickyard Road, Suite 200 
Salt Lake City, Utah 84106-5401 
Tel: (801) 486-0600 = Fax: (801) 486-7500 = Internet: www.nacva.com 
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Meet your new hiring assistant. 


The Glossary of Job Descriptions for Accounting and Finance is now 
available! This handy guide provides an overview of typical skills, 
educational backgrounds and duties for more than 65 positions in 
accounting, finance, banking and financial services. It’s an excellent 
reference for your hiring needs, whether you need guidelines to write 
a job description or to determine which qualifications you should 
look for in your next hire. It’s like having your own personal hiring 
assistant right at your fingertips. 


Call us today for your free copy. 


800.803.8367 accounléemps. 


accountemps.com STALL IAIN ELAATING 
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AICPA 


Get online updates every day at WWW.epa2biz.com 





nye Sellers 


What CPAs 
are Buying Now 


PCAOB Standards and Related Rules 


No. 057195 
$84.00 member/$105.00 nonmember 


Accounting Trends & Techniques, 
2004 
No. 009896 


$119.00 member/$148.75 nonmember 
The Auditor’s Guide to Understanding 


PCAOB Auditing Standard No. 2 
No. 006620 
$65.00 member/$81.25 nonmember 


Professional Ethics: The AICPA’s 
Comprehensive Course 

No. 732305 

Recommended CPE credit 

(based on a 50-min hour): 20 

Level: Basic Format: Text 

$99.00 member/$123.75 nonmember 


Measuring Damages Involving 
Individuals — A CPA’s Litigation 
Service Guide with Case Studies 
No. 056506 

$85.00 member/$106.25 nonmember 


Construction Contractors 
Strategic Briefing 

No. 780034hs 
Recommended CPE credit 
(based on a 50-min hour): 4 


Level: Intermediate Format: CD-ROM 


$79.00 member/$79.00 nonmember 


COSO Enterprise Risk Management 


— Integrated Framework 
No. 990015 
$50.00 member/$75.00 nonmember 


2004 Tax Acts: Making Them Work 
For You 

No. 732780 

Recommended CPE credit 

(based on a 50-min hour): 8 

Level: Update Format: Text 
$89.00 member/$111.25 nonmember 


Order online at www.cpa2biz.com 


Or toll-free (888) 777-7077 
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New Resources 


CPE Self-Study... 


Information Security: Critical Guidance for CPAs in Public Practice 
and Industry 

Obtain the guidance you will need to evaluate controls for an independent 
attestation-level engagement, as well as for providing advisory services for 
and within companies. 


No. 732450. Recommended CPE credit (based on a 50-min hour): 14. 
QAS credit:14. Level: Intermediate. Prerequisite: None. Format: Text. 
$119.00 member/$148.75 nonmember. 


Publications... 


Adviser’s Guide to the Tax Consequences of the Purchase and Sale 

of a Business 

Practical guidance for advising clients who want to buy or sell the assets or 
stock of a corporate business, the assets or interest in a partnership, or the 
assets or business of a sole proprietorship can be found in this new publication. 


No. 091016, 2005 paperback. $49.00 member/$61.25 nonmember 


For more information or to purchase, visit www.cpa2biz.com 
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Upcoming AICPA Conferences 


The 2005 AICPA Spring/Summer Conference Planner is available — 
please visit www.cpa2biz.com/conferences to plan out your CPE! 


AICPA Conference on Tax Strategies for the High Income Individual 
5/2/2005 — 5/3/2005 ¢ Las Vegas, NV 


AICPA Spring Business and Industry Financial Executive Forum 
9/12/2005 — 5/13/2005 ¢ Dallas, TX 


AICPA National Conference on Employee Benefit Plans 
5/16/2005 — 5/18/2005 ¢ Las Vegas, NV 


For more information, or to take advantage of early bird discounts, 
visit www.cpa2biz.com/conferences 


Upcoming AICPA Webcasts 


Stay plugged in to what’s happening and earn CPE credit right from your 
desktop. Hear the latest topics from the profession’s leading experts. 


SEC Quarterly Update Series 2005 — 1st Quarter 
3/16/05 ¢ 1-3 pm ET # Recommended CPE: 2 credits 


Transforming 404 Compliance Efforts Into Real Business Value 
Part of the CFO Roundtable Series 
5/4/05 ¢ 1-3 pm ET ¢ Recommended CPE: 2 credits 


Not-For-Profit Organizations Strategic Briefing — 2005/2006 
6/14/05 ¢ 1-3 pm ET ¢ Recommended CPE: 2 credits 


For more information on webcasts, visit www.cpa2biz.com/webcasts 


SPECIAL ADVERTISING SECTION from WWW.CPA2BIZ.COM 





Al C PA Get online updates every day at WWW.cpa2biz.com 


NCW itm sei lies New IN THE STORE 


Buying or Selling, CPAs Must 
aN Ol aN Know the Details 


ees nee Here’s how to make the right tax choices in the purchase or sale of a business. 

















The AICPA Elite Values Program by William H. Olson, Ph.D., CPA 
Te Pe Hee [? making an acquisition or disposition of a corporate business, a thorough analysis 
Seay a y is necessary to adequately advise clients and senior company management. 





every day. That’s why it’s one of 










the most invaluable benefits of Taxpayers selling a business must ensure that all tax, accounting, and operational 
your AICPA membership. Start considerations have been addressed. The seller should attempt to foresee what items 
taking advantage of these great and business areas would be important to a potential buyer. For example, the buyer 
offers today. of a corporate business relies greatly on the seller’s financial statements. 

Log onto: : ozs To a large extent the sale price is determined on the historical information found in 
www.cpa2biz.com/affinity 






these financial statements. If the seller’s financial statements have never been 
audited, or have not been audited within the past six months, an audit should be 


Online Products considered to allow for an accurate presentation of current financial information. 


Some other items that may be important: 







e The payment record of federal taxes ¢ Contractual obligations 








AICPA RESOURCE: e State income tax e Title restrictions on property 

A&A Literature e Sales tax ¢ Registration of patents; trademarks: 
Get access _alcPa IR ESOURCE e Franchise tax trade names and copyrights 
anytime, ACCOUNTING & AUDITING LITERATURE e Stamp and transfer taxes 









ae sane aid a From the buyer’s standpoint, appropriate “due diligence” procedures must be 
auditing guidance. performed to ensure that the transaction is structured properly, the purchase price is 
www.cpa2biz.com/AlCPAresource not overstated, and all potential liabilities have been identified. 

From a tax perspective two considerations are of paramount importance: Should the 
AICPA Practice Pro transaction be structured as a sale of stock or assets? And, should the transaction be 
An online CPE Me structured as a taxable or tax-free acquisition? 






subscription program 


For the buyer of a business an acquisition of assets is generally preferable to the 
designed for 


acquisition of stock. For example, an asset acquisition allows the buyer to purchase 













accountants in Ss specific assets of the corporation. The segregation of specific assets with a stock sale 
public practice. ic ie 
is difficult. 

AICPA Financial Pro The buyer can also “step-up” the tax basis of the assets in an asset purchase to 

increase depreciation deductions. Furthermore, an asset acquisition allows the buyer 
An online CPE | to purchase the assets without regard to contingent or unknown liabilities. 
subscription program w 
designed for ee : For the seller of a business, a stock sale is generally preferable to an asset sale. A 
accountants in business Stock sale is generally a simpler transaction to consummate. The sale of stock by 
and industry. the shareholders generally results in a capital gain, while the sale of assets by the 







corporation can result in significant ordinary income. Furthermore, unlike a stock 
sale, an asset sale triggers both a corporate level tax and a shareholder level tax. 
Free Newsletters Aled a Pee 
‘son is a Principal with UHY Mann Frankfort Stein and Lipp Advisors Inc., 
| Houston. This is adapted from “Tax Consequences of the Purchase and Sale of 
Register at www.cpa2biz.com a Business.” 


to start receiving our weekly 
CPA Insider e-newsletter 








Ordering Information 
No. 091016, Member Price: $49.00. 
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Your path to knowledge begins with Comperio. 


Comperio is a global on-line library used by thousands 

of executives who have financial reporting responsibilities 
and who want the kind of information and interpretive 
guidance our own professional audit staff uses. Key 
content areas include FASB, EITF, PCAOB, AICPA, IASB, 
IFAC, SEC, GASB and GAO. Comperio also features 
content from 10 key countries around the world plus 
PwC’s global interpretive guidance. 


Go to www.pwc.com/comperio for more details and a 
free 30-day trial. 


*connectedthinking 





COMPERIO® 


PRICEWATERHOUSE(COPERS 


© 2005 PricewaterhouseCoopers LLP. All rights reserved. “PricewaterhouseCoopers” refers to PricewaterhouseCoopers LLP (a Delaware limited liability 
partnership) or, as the context requires, other member firms of PricewaterhouseCoopers International Limited, each of which is a separate and independent 
legal entity. Comperio is a registered trademark of PricewaterhouseCoopers. “connectedthinking is a trademark of PricewaterhouseCoopers LLP (US). 





Hit Your Target With 
Effective Marketing 


Financial advisers can build up their practices 
by clearly identifying the clients they want and 
targeting their marketing campaigns to reach 
them. Here are some points to keep in mind. 





LI Identify your target market in detail. A clear focus produces the best re- 
_ sults. It’s easier and less expensive to reach a well-thought-out target, such as 
workers trying to save for retirement while paying for their children’s college 
education and parents’ nursing home care, than it is to pursue an overly 
broad group, such as those between 50 and 70 years of age with more than 
$250,000 in investable assets, oo 3 












L Know your target. Focus less attention on age, income, gender and oth- 
er impersonal characteristics, and more on personal interests and con- 
cerns, such as funding for a secure retirement, business succession and 
estate planning. 







L] Tailor your message. Provide key customers information on how you will 
address their interests and concerns and help achieve their financial goals. 







L] Watch reactions closely. Track the pieces of your marketing literature that 
stimulate the greatest interest among your target market and hone your ma- 
terials to increase response rates. 








L Use new technology to speed testing. It no longer takes months to find out 
how well a marketing plan design works. Technology makes it possible to 

_ simultaneously test up to seven variables, such as headline wording, offering © 
terms or type face and quickly determine the combination to which the 
target market will best respond. Incorporate those elements in your market- 
ing materials. . : : 








Editor’s note: The AICPA offers a free CPA Marketing Tool Kit to help members pro- 
_ mote their practices and services. To learn more, visit www.aicpa.org/cpamarketing. 










Source: Advisor Marketing, www.advisormarketing.com, 2005. 
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FREE Lifetime Membership As an AccountantsWorld member, you get 
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Accountant's Practice Online™ This integrated suite of services—a 
professional website, marketing, document management and sharing, practice 
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BE Ce a aes 


‘Keep Tabs on Their Money 

_Www.carsonwealth.com 
The Carson Wealth Management 
Group Web site’s Research section of- 
fers CPA investment advisers news 
headlines and market summaries from 
Dow Jones, the Nasdaq and Standard 
and Poor’s—with the latest index fig- 
ures and most recent changes, a stock 
quote center and a mutual fund lookup. 
This Smart Stop also has links to calcu- 
lators for insurance, retirement plan- 
ning, savings and tax estimators. 


Teaching the Teacher 
www.meridianwealth.com 

Certified financial planner Scott 
Dauenhauer’s site educates educators 
about retirement planning under IRC 
section 403(b) with articles such as 
“Your Best Interest or Your District’s?”’ 
and “Choosing a Good Financial Ad- 
viser.’ Users can read current and 
archived issues of The Teachers Advocate 
e-newsletter, find links to financial cal- 
culators and read information about 
long-term care. The site also includes a 
link to another Dauenhauer e-stop, 
www.403bretire.com, with discussion 
boards and FAQs. 


News, Clues and Views 
www.wealthmegt.com 

Financial advisers can find resources for 
clients here. In addition to headline 
links to stock market news, this stop has 


SMART STOPS ON THE WEB 


business, U.S. and international news. 
In the Investor Center visitors can find - 
links to sites on estate and retirement 
planning, mutual funds and taxes, as 
well as calculators that show the dollars- 
and-cents cost of postponing a savings 
plan. The page has a link to current and 
archived installments of the site’s weekly 
market commentary. 


‘Plan Tomorrow Today 


www.stephens.com 

Investment bank Stephens Inc. offers fi- 
nancial planners wealth management 
tools in the Private Client Group sec- 
tion, including guides on education and 


estate planning—with information on 


establishing revocable living or irrevoca- 
ble trusts—and investing for retirement. 
Also, use the calculators to check bond 
yields, college costs or cash value and 
income gap at retirement. 


Rich in Resources 


_www.wealthmgmt.com 


This Web spot has free resources for 
unregistered users in its Planning sec- 
tion including “Do I Need a Financial 
Plan?” and a flowchart of the process. 
Current articles, such as “Alternative 
Investment Lingo” and archived ones, 
including “Responding to a Volatile 
Market” and “Value of Diversification,” 
are available from Wealth Management 
LLC’s monthly publication Wealthy 
Minute. Users also get free access to the 
site’s financial calculators on asset alloca- 
tion, investments, loans, mortgages 

and taxes. 


GENERAL INTEREST SITES 


Grow or No Go? 
www.annuitiesnet.com 

CPA broker-dealers can check on vari- 
able annuity rates or find annuity sponsors 
and links for state insurance and securi- 
ties regulatory departments here. Users 
can find links to industry articles and 
newsletters in the News section, browse 


a calendar of conferences or search for 


jobs in Tools, which also has links to 
airlines and airports, phone directories, 
travel agencies and weather services. 


Compliance for Dummies 
www.soxlaw.com 
This e-guide gives a basic overview of — 
the Sarbanes-Oxley Act of 2002 and * 


‘summarizes its five sections dealing with 


compliance issues, including section 
302 on financial reporting and section 
401 on financial statements. Other top- 
ics include disclosure, fraud and internal 


_ controls. Click the link to www.aicpa.org 


to read a humorous section on how not 
to spell Sarbanes and Oxley. 


Technology for the Little Guy 
www.smallbusinesscomputing.com 
CPAs who double as IT advisers and 
small firm owners looking for technolo- 
gy guidance will find it here with links 
to news articles such as “Automate 
Your Business Processes” and “Prevent 
Data Disasters in 2005.” Other resources 
include a buyer’s guide and special re- 
ports in the Small Business Essentials — 
section. Users also can join discussion 
forums on e-commerce and online 
marketing, or read a glossary of the top 
40 small business computing terms. 


Resources at the Ready 
www.refdesk.com 
Visitors should bookmark this site for 
one-click access to business, local and 
international news, e-dictionaries, en- 
cyclopedias and thesauruses, govern- 
ment listings and telephone books. 
Other links let users search America’s 
Job Bank, check e-mail remotely, get 
stock quotes and use online calculators 
and currency converters. Take a break 
with Daily Diversions and find links to 
comics, crosswords, the latest Gallup 
polls, and even David Letterman’s re- 
cent and past Top 10 lists. 


Roth Resources 

www.rothira.com 

Financial planners will find current and 
archived news articles such as “Roth 
IRA Conversion Considerations” here. 
Visitors can read up on evaluating Roth 
IRA software or get the full text of the 
IRS’ final regulations, access planning 
calculators for asset allocation and re- 
tirement, get links to related sites and 
join a discussion board. 
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An interview with Mark W. Everson, Commissioner of Internal Revenue. 


With Integrity and Fairness 





a hink you're busy this month? Imagine being Mark W. Everson, Com- 
missioner of Internal Revenue, heading into tax season with a $10 bil- 
lion budget and a staff of 100,000 to manage. Appointed by President Bush in 
2003, Everson is a man on a mission. He’s almost halfway through his five- 
year term—and determined to deliver on his charge to reorganize and mod- 
ernize the nation’s tax administration 
agency without sacrificing its goal: to 
serve the American public “with in- 


tegrity and fairness for all.” But even as tax season revved 
into high gear, he took some time in March to talk with 
the JofA’s Geoff Pickard about his personal priorities, his 
enforcement efforts and his high hopes for closer relation- 
ships between his fellow CPAs and the IRS. 





JofA: What do you consider your major accomplishments since tak- 
ing office two years ago? 

Everson: As I came through the confirmation process, and 
even in the initial months, Congress, the public and busi- 
ness community people felt that enforcement was a dirty 
word. I think we’re beyond that now; there’s a recognition 
that the IRS needs to provide service but also enforce the 
law. Enforcement has to be done correctly, of course— 
evenhandedly, fairly, with respect for taxpayer rights. There 
has to be a balance. 

We say, “Service plus enforcement equals compliance.” 
The big change in the past couple of years is that it’s now un- 
derstood and appreciated as an appropriate approach for tax 
administration. We have started to bring enforcement back. 


JofA: How would you compare your overall policy direction with 
that of previous commissioners? 

Everson: I’m the second IRS commissioner to come in un- 
der the Reform Act of 1998, which established a five-year 
term for the commissioner and a new model that saw the 
executive as a leader of this sprawling organization of 
100,000 employees, with lots of different responsibilities. 

It’s difficult to compare what Charles Rossotti and I 
faced with the previous model, where typically the com- | 
missioner was a tax practitioner and not a manager. “We need to simplify the tax code,” acknowledges IRS 

When Charles came in there was concern about the ser- Commissioner Mark W. Everson, CPA, but changes must improve 
vices the IRS was providing—or, more correctly stated, failing _ public attitudes toward compliance and be easy to administer. 
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to provide—to the public. He worked to improve services, to 
reorganize the IRS around taxpayer segments and to make the 
service more transparent and efficient. I think he achieved 
that goal. There’s no doubt the IRS made a lot of progress. 

But for a variety of reasons the enforcement side did lan- 
guish; the presence receded. We’ve improved the services, 
and now the principal work here is to rebalance the agency. 

We have three strategic priorities: to continue to im- 
prove service, to enhance enforcement and to modernize 
the agency. The first two are operational objectives, but in 
order to make them work you have to spend a lot of time 
on the third. Charles launched a lot of very important ac- 
tions in that area that we're building on. 


JofA: How do the enforcement statistics from recent years weigh 
on policy? 

Everson: Clearly, there has been erosion over a long peri- 
od—through the 1990s to about 2000—in the number of 
audits and criminal investigations. The IRS did a lot less en- 
forcement at just the wrong time, just when corporate gov- 
ernance was going off track, when a culture of greed 
seemed to take hold. Mix that with a sad and precipitous 
erosion in the accounting and legal professions and it made 


for a bad cocktail. 






































JOURNAL of ACCOUNTANCY April 2005 


When | started my 
career at Arthur 
Andersen in 1976, 
everyone who was 
working for a big 
accounting or law 
firm knew the job 
was to make sure 
clients adhered to 
professional 
standards and 
followed the law. 


Over the past two years in particular we’ve been rebuild- 
ing enforcement. In the fiscal year that ended in September, 
we surpassed a million audits of individuals for the first time 
in four years. And we’ve started to bring back corporate au- 
dits, after years of decline. Last year our audits, document 
matching and collection activities resulted in our collecting 
$43.1 billion in direct revenues—up more than 15% from 
the year before. And that number doesn’t include the incre- 
mental positive effect on compliance. If we audit Joe, even if 
we don’t collect any additional revenues, Joe tells his friends, 
and maybe someone who was thinking about playing it a 
little fast and loose changes his mind because of the audit 
Joe went through. That, too, means real money coming in. 

These things are starting to trend up. The president has 
asked for more money for enforcement activities. In a time 
where deficit reduction is an important priority for the 
country, the IRS is the only government agency that can 
make a direct contribution in that way. 


JofA: What specific compliance areas is the IRS targeting? 
Everson: We've established four enforcement priorities, and 
they’re mutually reinforcing. One is to detect and deter 
noncompliance, particularly among high-income individu- 
als and corporations. Audits of high-income taxpayers 
those earning $100,000 or more—topped 195,000. That’s a 
40% increase from 2003. Second is to assure that attorneys, 
accountants and other tax practitioners adhere to profes- 
sional standards and follow the law. Third is to augment our 
criminal investigations to increase the number of tax cases 
we bring, and also to support other government activities, 
investigating corporate fraud, narcotics and terrorism. The 
fourth is a particularly noteworthy one: to deter abuses 
within charitable and governmental entities 
and their misuse for tax-avoidance purposes. 
Those four are the underpinnings of our 
strategic plan. They all come together in the abuse 
of tax shelters by high-income individuals and 
corporations to get out of paying their fair share. 





JofA: President Bush has proposed a $500 million 
increase in the IRS enforcement budget line for 
2006. If you get the money, what will you use it for? 
Everson: We'll use it to strengthen our work in 
those four enforcement priorities. We'll add 
revenue agents to do audits, revenue officers to 
collect monies due and criminal investigators. 
We do a good job of covering very large cor- 
porations, but we think we can significantly 
increase coverage right now of corporations with assets of 
$10 million to $250 million. We need to improve coverage 
of exempt organizations. It’s not as if we'll just pick any one 
thing. We need to run a balanced enforcement program. 


JofA: Will the average taxpayer see any benefit in customer service 
from the additional funds? 

Everson: There have been some very dramatic improve- 
ments for practitioners on the service side, particularly elec- 





tronic employer identification numbers and transcripts that 
practitioners can access electronically. Probably the most 
important is the electronic filing of returns, which now is 
commonplace. This filing season we expect more than half 
of all individual returns to be filed electronically. That’s bet- 
ter for the taxpayer and for the government. Most people 
still get refunds, and they end up getting a check in just half 
the time if they file electronically. 

But we are tightening our belt to some degree in the 
customer service area. The deficit pressures are such that 
the president and the Office of Management 
and Budget have asked us to manage as effi- 
ciently as we can. 


JofA: We've touched on the subject of abusive tax 
shelters; they’ve been front-page news for months, 
How are you dealing with this crisis? 

Everson: The government is doing things on a 
number of fronts. 1 commend Congress for 
passing the American Jobs Creation Act signed 
in October 2004, which put in stiff penalties 
for those who fail to comply with some regis- 
tration and list-maintenance requirements. 
That was a very strong set of actions. 

The act also strengthened our Office of 
Professional Responsibility [OPR], the historically small 
and somewhat backwater group charged with getting after 
those who are noncompliant. I want to emphasize that we 
think the vast majority of tax attorneys and accountants dis- 
charge their duties appropriately. But they’ve suffered be- 
cause of the outrageous activities of a limited number of 
people. We’ve been doing more in the way of guidance, 
listing transactions, increasing audits in this area. We have 
more criminal investigations under way and have recom- 
mended more than 3,000 prosecutions, a nearly 20% jump. 
A big piece of this involves financial crimes, including 
money laundering and other white-collar crimes, where 
we work cooperatively with the Department of Justice. 

I believe the combination of our activities, the changes 
in the statute, the congressional climate, the overall changes 
brought by Sarbanes-Oxley and the responsibility of audit 
committees is changing the environment. And it’s not only 
the government that’s going after the promoters of these 
products; it’s also the marketplace. There have been a lot of 
civil suits by investors. 


JofA: I know you're keen on professional standards for tax profes- 
sionals, the Circular 230 change. Can you elaborate a little? 
Everson: [ started my career on the audit side at Arthur An- 
dersen in 1976, and at that time everyone who was work- 
ing for a big accounting or law firm knew the job was to 
make sure clients adhered to professional standards and fol- 
lowed the law. Then, if you could, you tried to distinguish 
your firm from its competition on the basis of service. 

This all mutated over the next couple of decades to a 
search for higher compensation for accountants and attor- 
neys based on value creation and risk management. So the 


We do a good job 
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model moved, to the detriment of the professions and of 
our markets. 

Circular 230 is an important piece of trying to bring 
things back to a more evenhanded situation and strengthen- 
ing the Office of Professional Responsibility. We brought in 
a tough, no-nonsense former prosecutor as director of 
OPR—Cono Namorato, whose criminal tax expertise is 
very well respected. OPR investigates allegations of mis- 
conduct or negligence against tax practitioners and enforces 
the standards of practice for those who represent taxpayers 
before the IRS, as detailed in Circular 230. The office also 
licenses “enrolled agents,’ who are tax professionals meet- 
ing certain testing or experience requirements. 

The Justice Department is giving us great support on 
this and sustained us in a number of privilege cases, where 
privilege had been asserted but was found not to be appro- 
priate. Basically, I think this is a particularly important area 
for us, and an area where we haven't been strong enough. 


JofA: How will this affect practitioners? 

Everson: | think the practitioner community is happy with 
this initiative, because many good, solid practitioners suf- 
fered because of the activities of the few. They had cus- 
tomers saying, “Why should I stick with you, when I could 
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go down the street and end up paying no tax, or paying 
half the tax?” Most of the people I talk to may have some 
areas of concern regarding 230, but by and large, they think 
these are good, sound measures that need to be taken to re- 
store the integrity of the profession. 


JofA: The AICPA has partnered with the IRS on ethics training 
seminars. How do you view this initiative? 

Everson: We very much appreciate the dialogue we have 
with the AICPA and the American Bar Association. We 
can’t administer a tax system alone. We rely on the work of 
accountants and attorneys to make sure people get good 
advice and take proper positions. 

We want taxpayers to pay what they owe and no more. 
So having the AICPA communicate what your members 
feel is important is a key dialogue for us. We try to meet 
regularly and understand what the emerging issues and 
concerns are, and where we can do better. 


JofA: What do you see as the role of the CPA in our voluntary 
tax system? 

Everson: The CPA plays a very important role. Individual 
and business taxpayers rely on their CPAs to give them an- 
swers that are correct under the law without causing them 







Complexity is 
an enemy of 
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if people can’t 
understand the 
code, they’re less 
likely to fulfill 
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to pay more than they have to. It’s a very delicate balance, 
and one that requires integrity. The tax code is too com- 
plex for most people to sort out for themselves. 


JofA: In what areas can the accounting profession best work with 
the IRS to help achieve better tax compliance? 

Everson: I wouldn't suggest there’s any one area, but rather a 
range of activities. We need feedback on the services we 
provide, on proposed regulations, on our procedures. 
Everything we do affects the accounting and tax profes- 
sions, and accountants and attorneys are part of every 
process. So it’s not in any way limited to one conversation. 

I would like to have a continuing dialogue about com- 
pliance and where you see changes in attitudes or emerging 
problems. You can help us stay ahead of the curve. We're a 
very strong organization with a good ethic, but we’re not 
speedy or agile. Your pointing out any emerging issues ear- 


lier would be helpful to us. 


JofA: Do you think it’s the sheer size of the IRS that keeps it from 
being speedy and agile? 

Everson: Size is one element. But we’ve also given undue 
weight to getting precise answers that are always correct in- 
stead of getting guidance out promptly—after we’ve figured 
out about 90% of it—and resolving the remaining issues 
with a little extra time. 

Time counts in this world. People need to know where 
we are. The IRS culture has been a little risk-averse, and 
that’s appropriate. We can’t be irresponsible; we can’t con- 
stantly be correcting what we tell people. Time is not 
something we were always cognizant of. 

But the failure to do things on a timely basis has hurt us. 
It has hurt compliant taxpayers, especially publicly traded 
corporations, to whom uncertainty is a very bad thing. Or, if 
they’re noncompliant, it’s the government that loses when 
the process takes too long. So time is a factor 
that we need to work on, and we're taking steps 
to improve our cycle time on things like audits. 


JofA: The Jobs Act gave the IRS authority to con- 
tract out portions of the collection program. What 
should tax professionals expect? 
Everson: This is an important development. 
More than 40 states already use private collection 
agencies for at least one facet of their collection 
activities. We're going to do it carefully, with full. 
respect for taxpayer rights and in accordance with both our 
own statutory governance structure and the Fair Debt Collec- 
tion Practices Act, to make sure all standards are respected. 
We'll start this summer and ramp it up carefully. I recog- 
nize it’s a very sensitive issue. We’re going to make sure we 
do it responsibly. 


JofA: We're all dependent on technology. Can you update us on 
the progress you’re making with your modernization initiative? 

Everson: When I got here we had a mixed record. We were 
doing some great things, like electronic filing and letting cit- 
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izens check the status of their refunds, but we were having 
difficulty delivering on some of the major systems projects, 
like updating our core system of taxpayer records and some 
of our administrative systems. I’m pleased to say we’ve finally 
started to deliver some capability in the past year. So I think 
we have turned the corner on modernization. We're making 
tough decisions in this more difficult resource environment 
to prioritize the work we're doing. We're making progress. 


JofA: Can you share the results of your national research program 
with our readers? How will you use your findings? 

Everson: We're just now completing our re- 
view of this first tranche of research. We took 
an in-depth look at 46,000 individual returns 
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from 2001 for the first time since the 1988 tax 
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way we allocate our resources, the way we 
conduct our audits, the relationships we look 
at within returns. I don’t expect any startling 
changes, because I think we know where the 
greatest problem areas are from our day-to-day 
work. But I do think it will provide a very 
useful foundation for a discussion of the tax 
gap and of our own internal workings. 

This is something we're going to have to keep working 
on. The first strip we’ve done is just looking at individual 
returns. There are a lot of other components in terms of 
employment taxes and partnerships and other things on 
which we'll need to make comparable updates over time. 


JofA: What are the most important initiatives the IRS can under- 
take to improve its relationships with tax practitioners? 

Everson: We need to continue to improve our delivery of 
information, be it online or in our publications, to make 
sure we provide timely and accurate responses to queries 
that come in to us. We still don’t do as well as we should in 
giving accurate answers to questions that are posed to us. 
We've improved our telephone services a great deal; you 
can get through to the IRS now. But sometimes you don’t 
get exactly the right answer. We need to do better. 


JofA: And what steps does the accounting profession need to take to 
improve our relationship with you? 

Everson: I would like to see the profession do a better job of 
holding those who get out of line accountable, of chastising 
them. That helps maintain the integrity of the system. 


JofA: Is there any question I didn’t ask you today that you wish 
I had? 
Everson: J would like to talk a little more about the budget. 
It’s a tough fight in Congress, because we’re in competition 
with other agencies for the available funding. It’s important 
that we secure the resources the president has asked for. 
The other question is: What is the IRS’s role in tax re- 
form? The president has targeted this as a fundamental sec- 
ond-term initiative. We do need to simplify the code. 
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Complexity is an enemy of compliance; if people can’t un- 
derstand the code, they’re less likely to fulfill their obliga- 
tion. I would suggest though that we don’t favor a 
particular policy option. As policy alternatives are discussed, 
we need to evaluate them in terms of four different per- 
spectives. First we need to carefully consider the impact of 
any policy option on attitudes toward compliance; we want 
to see the willingness of the citizenry to comply improve. 
The second thing that needs to be addressed is the adminis- 
terability of any changes. ; 

The third is that as we go through the process, we need 
to be careful not to evaluate a suboptimized existing system 
against a perfect theoretical system. You need to make an 
apples-to-apples comparison, understanding that even 
things like the VAT or other options that are used in other 
countries have compliance gaps associated with them. 

The fourth point is that if we do make changes—if the 
panel proposes changes and the administration champions 
them and the Congress accepts them—we need to be care- 
ful in the transition period to make sure they’re done 
smoothly and implemented well. We don’t want to have 
the new system get off to a bad start. ie 
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IDS 


has divested 
Cc 
to a group of private equity firms composed of 


a 


BS Fg) Baincapital 


Partners 


for $2.05 billion 


We rendered a valuation opinion for financial reporting 
purposes to EDS regarding the divested intangible assets. 

















TransDigm Holding Co 
the holding company for 


hans 


has been acquired by TD Holding Corporation 
a private group led by members of senior management of 
TransDigm Holding Co and an affiliate of 


Warpurc Pincus 


for approximately $1.2 billion 


We rendered a valuation opinion for tax and financial 
reporting puposes to TransDigm Holding Company 
regarding the acquired intangible assets. 


bP) pari 


has acquired 


for approximately $7.1 billion 


We rendered a valuation opinion for financial reporting purposes 
to First Data Corp. regarding the acquired intangible assets. 


ee 


has acquired 


Prestige Brands Inc, 


from 


MIDOCEAN 


PARTNERS 
for $558.7 million 


We rendered a valuation opinion for tax and financial reporting 
purposes to GTCR regarding the acquired intangible assets. 


© monsterworldwide 


has acquired 


from 


Adecco 


We rendered a valuation opinion for financial 
reporting purposes to Monster Worldwide 
regarding the acquired intangible assets. 


GICR 


has acquired 


MEDTECH 


Medtech Products Inc. 
from 


THE SHANSBY GROUP 
for $244.3 million 


We rendered a valuation opinion for tax and financial reporting 
purposes to GTCR regarding the acquired intangible assets. 


MOLSON Goods. 


Molson Coors Brewing Company 
for approximately $4.9 billion 


We rendered a valuation opinion for 
financial reporting purposes to Adolph Coors Company 
regarding the merged tangible and intangible assets. 


GRAHAM 
PACKAGING 
COMPANY, cr. 


has acquired 


the blow-molded plastics business of 


CG) owens-iLtinois 


for approximately $1.2 billion 


We rendered a valuation opinion for financial 
reporting purposes to Graham Packaging Holdings Co. 
regarding the acquired tangible and intangible assets. 


(BELL) Sic. 


Bell Sports Corporation 
has been acquired by 
® Fenway Partners Inc. 


for $240 million 


We rendered a valuation opinion for financial 
reporting purposes to Bell Sports Corporation 
regarding the acquired intangible assets. 
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V @ig ould your retirement fund 
BA be at risk? Could a simple 
adjustment or two shield it? A 
landmark ruling by the Supreme 
Court in 2004 and decisions by 
lower courts and the IRS have 


changed the protection offered to taxpayers on assets 
they hold in tax-qualified retirement plans. 

As a larger-than-ever percentage of Americans ap- 
proach retirement, CPAs must be aware of these new 
decisions—and their potential repercussions on the 
$12 trillion the public has invested in retirement funds. 
This article discusses the 2004 Yates v. Hendon case— 
the second most important case in history with regard 
to the protection of retirement assets (after the land- 
mark Patterson v. Shumate case)—and other recent rul- 
ings on the subject, and provides CPAs with guidance 
on how to protect their own and their clients’ 401 (kk)s 


and other retirement plan assets from creditors. 


ANTI-ALIENATION PROVISIONS 

The point of retirement plans, of course, is to provide 
taxpayers with a financial cushion in their old age. To 
that end, the anti-alienation provisions of the Em- 
ployee Retirement Income Security Act (ERISA) 
section 206(d) and IRC section 401(a)(13) have pro- 
tected tax-qualified retirement plans from the claims 
of creditors of plan participants and their beneficia- 
ries, with three major exceptions. 
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Protect your clients’ assets from creditors. 


ILLUSTRATION BY JOE BAKER/IMAGES.COM 


Case Citations 


These cases are listed in the order of their appearance in the article. 

m United States v. Tyson, no. 02-X-73808 (E.D. Mich. April 9, 2003). 

m United States v. Clark, no. 02-X-74872 (E.D. Mich. June 11, 2003). 

w United States v. Rice, 196 FSupp. 1196 (N.D. Okla. 2002). 

mw Patterson v. Shumate, 112 S. Ct. 2242 (1992). 

@ In Raymond B. Yates, M.D., RC. Profit Sharing Plan v. Hendon, 
Trustee, 124 S. Ct. 1330 (March 2, 2004). 


@ In re Yates, 287 F3d 521 (6th Cir. 2002). 

@ In re Witwer, 148 B.R. 930 (Dec., 1992, Cal.). 

m In re Lane, 149 B.R. 760 (Jan., 1993, N.Y.). 

@ In re Hall, 151 B.R. 412 (Feb., 1993, Michigan). 

@ In re Watson, 192 B.R. 238 (Feb., 1998, Nevada), affd. 22 EBC 
1091 (9th Cir. 1998). 

m Lowenschuss v. Selnick, 117 F3d 673 (9th Cir. 1999). 

mw McCaferty v. McCaferty, no. 95-3919 (6th Cir. 1996). 

mw Erb v. Erb, 75 Ohio St. 3d 18 (1996). 

@ Rhiel v. Adams, no. 03-8011, 203 Fed. App. 0006P (6th Cir. 2003). 

m Hoult v. Hoult, 373 F3d 47 (1st Cir. 2004), cert. denied, U.S. S. Ct. 


(2004). 


First, qualified domestic relations orders (QDROs) were 
exempted under IRC section 414(p) and ERISA section 
206(d)(3). Thus, retirement plan assets have been consid- 
ered a marital asset subject to division in divorce and attach- 
ment for child support. 

Second, the IRS staked a claim to assets held in retire- 
ment plans. Federal tax levies and judgments were exempt- 
ed from ERISA protection under Treasury regulations 
section 1.401(a)-13(b). 

Third, under IRC section 401(a)(13)(C) and ERISA 
section 206(d)(4), criminal or civil judgments, consent de- 
crees and settlement agreements offset retirement benefits 
when the plan participants committed fiduciary violations 
or crimes against the plan. (For more on protections afford- 
ed retirement plans, see “What About State Laws?” below.) 
Aside from these exceptions, however, funds deposited 
in retirement plans were safe from creditors. In the past 


What About State Laws? 


Neither ERISA nor IRS protections apply to assets held un- 
der individual retirement arrangements (including SEPs and 
_SIMPLE IRAs), government plans, or most church plans. 
IRAs are protected from creditors in many states by law, 


based on the IRA owner/participant’s state of residency. 

| But ERISA provisions supersede state laws relating to 
| employer-sponsored employee benefit plans. The ERISA 
anti-alienation and preemption provisions combine to pro- 
tect ERISA-covered employee benefit plans from state at- 
tachment and garnishment laws. 





couple of years, however, the courts and the IRS took a 
second look at their historic protections. In 2003 and 2004 
the IRS in effect added a fourth exception by broadly con- 
struing the tax-lien exemption to encompass federal crimi- 
nal penalties. In private letter rulings 200342007 and 
200426027, the service said “the general anti-alienation 
rule of IRC section 401(a)(13) does not preclude a court’s 
garnishing the account balance of a fined participant in a 
qualified pension plan in order to collect a fine imposed in 
a federal criminal action.” The IRS cited favorably three re- 
cent federal district court cases that concluded that ERISA 
plans were subject to garnishment to satisfy criminal fines 
under the Federal Debt Collection Procedures Act of 1977 
(FDCPA). (Also see United States v. Tyson; United States v. 
Clark; United States v. Rice.) 

The FDCPA provides that “an order of restitution...is a 
lien in favor of the United States on all property of the per- 
son fined as if the liability of the person fined were lia- 
bility for a tax assessed under the Internal Revenue 
Code....” The IRS accepted the reasoning of the 
courts that retirement funds fell within the exception 
to the anti-alienation provision listed in Treasury regu- 
lations section 1.401(a)-13(b)(2) (ai) for “collection by 
the United States on a judgment resulting from an un- 
paid tax assessment.” 


RETIREMENT ASSETS IN BANKRUPTCY 

The historic U.S. Supreme Court ruling that has pro- 
tected retirement plan assets for the past 12 years is 
Patterson v. Shumate. In it the court resolved a split 
among the US. Circuit Courts of Appeals by holding 
that ERISA’s prohibition against the assignment or 
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alienation of pension plan benefits was a restriction on 
the transfer of a debtor’s beneficial interest in a trust 
that was enforceable under applicable nonbank- 
ruptcy law. Thus, a debtor’s interest in an 
ERISA pension plan was excluded from the 
bankruptcy estate and not subject to at- 
tachment by creditors. 

In 2004 the Supreme Court issued 
another significant ruling, Raymond B. 
Yates, M.D., P.-C. Profit Sharing Plan v. 
Hendon, Trustee, that reversed the previ- 
ous decision of the U.S. Sixth Circuit 
Court of Appeals in In re Yates. The Sixth 
Circuit had said Dr. Yates, as a sole share- 
holder, was not an “employee” for purposes of 
ERISA and, therefore, was not enti- 
tled to ERISA creditor protection; 
the Supreme Court rejected the po- 
sition that a working owner could 
not rank as both “employer” and 
“employee.” The Supreme Court 
held that the working owner of a 
business (here, the sole shareholder 
and president of a professional cor- 
poration) could qualify as a “partici- 
pant” in a pension plan covered by 
ERISA if the plan included one or 
more employees other than the busi- 
ness owner and his or her spouse. 
This owner, in common with other 
employees, qualifies for the protec- 
tions ERISA affords plan participants and is governed by 
the rights and remedies ERISA specifies. 

Planning tip. CPAs should review their own and their 
clients’ retirement plans to ensure they include nonowner 
employees as well as owners and their spouses, so that the 
assets of business owners and their spouses are protected 
from creditors in case of bankruptcy. 


OWNER-ONLY PLANS ARE AT RISK 


Since Patterson, several U.S. bankruptcy courts have ruled 
that assets in a retirement plan that benefits only the busi- 






@ BENEFITS IN TAX-QUALIFIED RETIREMENT PLANS generally 
are protected from the creditors of plan participants and in- 
sulated from claims in bankruptcy. 


@ PLANS NOT PROTECTED FROM CREDITORS are those that 
cover only the business owner and/or the owner’s spouse 
and section 403(b) tax-sheltered annuity plans whose as- 
sets are held in custodial accounts rather than in trusts. 
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ness owner (and or the sole owner’s 
spouse) may be attached by creditors if 
the owner goes bankrupt. The bank- 
ruptcy courts have held ERISA is 
meant to benefit common-law employ- 
ees, while a sole owner is an employer. 
(See In re Witwer, In re Lane, In te Hall, 
In re Watson.) Thus, a retirement plan 
that covers only the owners of a busi- 
ness may be attached by the bankruptcy 
creditors of the owner/plan participant. 
Department of Labor regulations also 
provide that a husband and wife who solely 
own a corporation are not employees for re- 
tirement plan purposes and that a plan that cov- 
ers only partners or sole proprietors 
is not protected under Title I of 
ERISA. However, a plan that in- 
cludes one or more common-law 
employees (in addition to the own- 
ers) is protected, making ERISA pro- 
tections applicable to all participants. 

In Yates v. Hendon, the US. 
Supreme Court noted that the De- 
partment of Labor interprets the 
Code of Federal Regulations to 
mean that the statutory term employee 
benefit plan does not include one 
whose only participants are the own- 
er or his or her spouse, but does in- 
clude plans that cover one or more 
common-law employee, in addition to the self-employed 
individuals. The Supreme Court said “this agency view 
merits the Judiciary’s respectful consideration” 

In Lowenschuss v. Selnick, the U.S. Ninth Circuit Court 
of Appeals held that an ERISA-qualified employee pension 
benefit plan could lose its ERISA status for bankruptcy pur- 
poses if nonowner participants left and it covered only the 
owner-employee at the time of the bankruptcy filing. The 
court also said section 541(c) of the Bankruptcy Code in- 
validated certain nonbankruptcy state law protections for 
retirement benefits. 


eae 


@ RETIREMENT PLAN ASSETS ARE MARITAL ASSETS subject 
to division in divorce or attachment for child Support by a — 
qualified domestic relations order. its 










M@ RETIREMENT PLAN ASSETS MAY BE SUBJECT TO attach- 
ment by federal tax levies, judgments and fines imposed in 
federal criminal actions. Treasury regulations provide that 
plan benefits are subject to attachment by the IRS. 
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Planning tip. A retirement plan can lose its creditor 
protection if it does not benefit nonowner employees. It is 
important for CPAs to ensure that plans always contain 
benefits for nonowner employees to protect plan assets 
from creditors. 


BANKRUPTCY AND QDROs 

The USS. Sixth Circuit Court of Appeals in 1996 in Mc- 
Caferty v. McCaferty ruled that pension benefits awarded to a 
participant’s former spouse under a qualified domestic rela- 
tions order before the participant filed for bankruptcy didn’t 
qualify for bankruptcy protection and must be paid to the 
former spouse. The court held that the divorce decree cre- 
ated a “constructive trust” to protect the interest awarded to 
the former spouse in the pension plan even though the di- 
vorce decree did not use the words constructive trust. 

The Sixth Circuit opinion was consistent with the earli- 
er 1996 ruling of the Ohio Supreme Court in Erb v. Erb, 
which said the spouse’s property interest in the participant’s 
pension was not part of the bankruptcy estate. 


403(b) PLANS MAY NOT BE PROTECTED 

The United States Sixth Circuit Court of Appeals held in 
2003 in Rhiel v. Adams that only assets held “in a trust” 
could be excluded from bankruptcy by section 541(c)(2) of 
the Bankruptcy Act. Earlier, the bankruptcy court for the 
Southern District of Ohio had held that IRC section 
403(b) plans (for the husband and wife) were “ERISA- 
qualified” as defined by the Supreme Court in Patterson v. 
Shumate and were not the property of the bankruptcy es- 
tate. The Sixth Circuit reversed that decision and remanded 
the case for further proceedings, saying the debtors had not 
shown that section 541(c)(2) “in a trust” language had been 
satisfied. The Sixth Circuit said that only assets of an 
ERISA plan held in a trust would be excluded from the 
bankruptcy estate and that assets in a custodial account 
could not be excluded. 

Planning tip. If your clients are employees of public 
schools or tax-exempt organizations and participate in a 
403(b) plan with a custodial account, their retirement plan 
benefits may not be protected from creditors. Investigate 


@ Make sure retirement plans include nonowner employ- 
_ees as well as owners and their spouses so that assets of — 
- business owners and their spouses are protected from 


creditors in case of bankruptcy. 


_ M Consider transferring assets of employees of public 
~ schools and ee ee to oy ) plans wah a 


trust accounts. 


Ml Advise clients facing possible bankruptcy to withdraw 
only the minimum required annual distributions from 


their retirement plans to shield the balance from creditors. 
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@ Financial Issues of Aging, a self-study course 

(# 731781JA). 
| m@ High-Powered Tax Planning Strategies for Your Best 
Clients, a self-study course (# 731652JA). 
@ Qualified Benefit Plans: Taxation and Administration 
for Small to Mid-Sized Companies, a self-study course 
(# 731900JA). 
| @ Qualified Retirement Plans—401(k), Keogh, SEP 
| Simple...Does Your Plan Still Meet Your Needs?, a | 
__ self-study course (# 731870JA). 
_ im Tax, Health Care and Asset Protection for Aging | 
Clients, a self-study course (# 732076JA). | 


Web site 





www.360financialliteracy.org, AICPA’s 360 Degrees of | 
Financial Literacy, offers information on personal fi- 
nance topics including retirement plans. 


Other Resources : | 


@ www.benefitslink.com, Benefits Link, offers 
compliance information and tools for employee benefit 
plan sponsors, providers and participants. 
& www.dol.gov/ebsa, Employee Benefits Security 
| Administration, gives compliance information. 





whether it’s possible to transfer the assets to a 403(b) plan 
with a trust account to obtain creditor protection. 


DISTRIBUTED BENEFITS NOT SAFE 

The USS. First Circuit Court of Appeals held in the Hoult v. 
Hoult case of 2004 that the anti-alienation provisions of 
ERISA and the Internal Revenue Code don’t protect pen- 
sion benefits that already have been removed from 
retirement plans and distributed to plan participants 
or beneficiaries. 

Planning tip. Advise clients facing possible 
bankruptcy to withdraw only the minimum re- 
quired annual distributions from their retirement 
plans to shield the balance from creditors. 


BEWARE OF THE RISKS 

The rights of retirement plan participants to ward 
off creditors of all types are formidable, and ERISA’s 
anti-alienation protections are extensive. Still, some 
details have changed under recent rulings by the 
courts and the IRS, and CPAs need to stay current 
to protect their own retirement plans and those of 
their clients. a 
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BY STUART ZIMMERMAN 


Fk irms seeking to broaden client relationships and increase revenue can 
meet both objectives by expanding fixed-income services to include 
laddered and other types of individual bond portfolios. During the past 
oe many CPA firms have created fee-only registered investment adviser 


(RIA) affiliates in their firms or outsourced the function 
to RIA specialists, building the assets under their man- 
agement by cultivating investment philosophies that ap- 
peal to high-net-worth clients. 

In this article, CPAs will find suggestions for offering 
clients specialized fixed-income platforms. In particular, 
advisers can offer high-net-worth clients the opportuni- 
ty to move from bond mutual funds to individual cus- 
tomized bond portfolios. The article also discusses some 
of the obstacles firms might encounter when introduc- 
ing new fixed-income services. 





ELEMENTS OF A CUSTOMIZED PORTFOLIO 

Relying on bond mutual funds usually is the most pru- 
dent strategy for portfolios under $500,000, but for larg- 
er amounts, firms should consider designing a bond 
portfolio of individual securities that meet the unique fi- 
nancial goals and risk tolerance of each client. 

Bond funds and a portfolio of individual bonds are not 
the same. Ifa client invests the fixed-income portion of a 
60/40 portfolio worth $2 million in a bond fund with a 
0.50% annual fee, the portfolio loses value paying for ex- 
penses such as commissions and portfolio turnover. And 
the bond fund holdings don’t reflect the client’s specific 
income needs, tax situation and risk tolerance. But a 
client with an individual bond portfo- (continued on page 40) 
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Explaining Bond Markups 


f your clients have existing individual bond portfo- 

los, chances are good they have purchased bonds 

with excessive markups of which they are unaware. 
Once made aware, they will want to know how the 
markups occurred. Discussing markups with your clients 
will show them how your firm adds value by avoiding 
excessive costs. 

A markup (or markdown) is the difference between 
the price dealers transact among other dealers and the 
price the customer pays. When clients see transaction 
fees on their trade confirmations and portfolio state- 
ments, they might assume these are the bond’s only cost. 
Markups, whether reasonable or excessive, do not appear 
on portfolio statements, but in reality, the practice of 
charging them when investors buy or sell bonds is more 
prevalent than most investors realize. 

This exhibit represents a typical bond issue being 
bought and sold at a variety of prices. All four dealer-to- 
dealer transactions (identified in the Sale Type column as 
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“Inter-Dealer” transactions) were priced between 
$98.423 and $98.75, a relatively tight range. In contrast, 
the highest price a retail client received for selling the is- 
sue (Purchase from Customer) was $96.50, about 2% be- 
low the dealer price. The lowest price a retail client 
received when purchasing the issue (Sale to Customer) 
was $100, about 1.5% above the range of dealer prices. 
The difference in prices between those at which the retail 
clients could buy and sell, versus those the dealers paid or 
received, represent dealer markdowns and markups. 


Legal Requirements Regarding Markups/Markdowns 
Currently there is no legal requirement that markups and 
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curities Rulemaking Board states in its General Rule G- 
30 that prices and commissions for bond transactions 
must be fair and reasonable, “taking into consideration all 
relevant factors, including the best judgment of the bro- 
ker...as to the fair market value of the securities at the 
time of the transaction.” For the first quarter of 2004, 97 
of the 100 most excessive municipal trades included 
markups ranging from 6.753% to 15% according to 
Kevin Olson, who maintains a public service information 
site, www.municipalbonds.com, which advocates fair disclo- 
sure of municipal bond disclosure information. 


Why So High? 

There are at least three reasons why the hidden costs as- 
sociated with purchasing bonds might be even higher 
than costs of purchasing stocks: the way bonds are traded, 
the amount of publicly accessible information available 
about bonds, and the potential objectives of broker-deal- 
ers who hold large in-house bond inventories. 

‘Trades. Bonds traded “‘over the counter,’ where deal- 
ers trade with each other, differ from stocks traded on a 
public exchange. Bond dealers maintain an in- 
ventory of bonds, and take on the additional 
risk of whether they will be able to sell the 
bonds for more than they themselves paid for 
them. Thus, they consider reasonable markups 
to be fair compensation. 

Public information. Second, the amount of 
information available about stocks greatly 
outweighs information on bonds. Bond prices 
are not listed in the local newspaper and 
tracking them efficiently is difficult. There 
were approximately 2,750 companies listed on 
the NYSE at the end of 2003, but there were 
two million separate municipal bond issues 
outstanding. 

Objectives. Finally, bonds quite frequently 
come from the broker—dealer’s own in-house 
inventory. In many instances a broker is torn 
between the competing objectives of reducing 
the company’s exposure to market risk (from 
holding an issue in the face of future unforseen interest 
rate changes) vs. doing a thorough search for a bond that 
better meets a client’s unique risk tolerance or individual 
portfolio needs. 

Most clients appreciate hearing about markups and 
how bond transactions occur. When clients know how 
bonds trade and the real costs associated with such trans- 
actions, they become aware of the benefits of working 
with a firm that has an established fixed-income depart- 
ment with multiple broker-dealer relationships. It can 
add value to the client-adviser relationship when clients 
know that their adviser is actively seeking to avoid exces- 
sive markups or markdowns while searching multiple 
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markdowns be disclosed to investors. The Municipal Se- sources for a bond that meets their needs. 
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ho through a fee-only RIA typically pays only 
a charge per transaction for bond purchas- 
es and sales. (This does not include any 
markups or markdowns on the bond 
price, discussed later in this article.) 
There are two broad ways a port- 
folio can be invested—actively or 
passively. Active investors assume 
that the market is generally “ineffi- 
cient,’ so they regularly exploit op- 
portunities when holdings are 
trading for more or less than they are 
actually worth. For investors to suc- 
ceed at active investing, opportunities 
need to be of sufficient frequency and 
value to cover the cost of consistently seeking 
and executing trades. A passive investor, on the 
other hand, assumes that the opportunities to exploit in- 
efficiencies are too few and far between to effectively pursue. 
There is a great deal of academic evidence indicating that the 
collective wisdom of all market players results in highly effi- 
cient markets that reflect fair pricing almost instantaneously 
upon release of any news that might affect a holding’s price. 
Adopting a passive approach to fixed income lets firms 
minimize the management costs incurred by clients. In ac- 
tively managed fixed-income programs, the portfolio man- 
ager attempts to beat the market by trading bonds he or she 
believes the market has under- or overvalued, or timing the 
direction of future interest rate movements. In passively 
managed fixed-income programs, the adviser constructs 
bond portfolios based on a carefully planned investment pol- 
icy designed to achieve the client’s long-term objectives. Pas- 
sive managers achieve their goals by evaluating appropriate 
bonds that fit particular specifications for that client’s unique 
fixed-income portfolio, narrowing the final bond selection 
based on minimizing markups (during buys) and markdowns 
(during sells), and ensuring sufficient bond quality to mini- 
mize the chance for default, calls or other unexpected events 
that can cause a portfolio to veer off course ftom its goals. 






a FOR HIGH-NET-WORTH CLIENTS with fixed-income in- 


signing customized bond portfolios that meet each client’s 
unique financial goals and risk tolerance. 


@ IN ADDITION TO SERVING THE BEST INTERESTS of clients, 


also add value to their firm by broadening the relationship 
with the client, boosting overall revenue, contributing to sta- 
bilizing the firm’s revenue profile and increasing the firm’s 
ability to COMPETE. 








e-mail address is stzimmerman@pbamstl.com. 
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vestable assets over $500,000, firms might consider de-_ 


_ CPAs introducing such customized fixed-income portfolios 
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In addition to serving the best interests of 
clients, introducing customized fixed-in- 
come portfolios can add value to a firm by 
@ Increasing the likelihood that advis- 

ers ultimately will direct the majori- 
ty of clients’ assets. 

= Boosting the firm’s overall rev- 

enue by offering a new service. 

@ Smoothing the firm’s revenue 

streams from the swings created by 

equity-only RIAs, which can facil- 
itate capital spending decisions and 
simplify staffing decisions (such as re- 
ducing the need for layoffs during low 
periods and correctly identifying when 

to hire for long-term growth). 

@ Increasing a firm’s ability to compete with oth- 
er local firms that offer individual bond portfolio services. 


BUILD A SUCCESSFUL FIXED-INCOME SERVICE 

CPAs considering offering individual bond portfolio ser- 
vices must think carefully about the additional costs and 
regulatory oversight involved in building an internal infra- 
structure to provide such services. 

A firm cannot clone all the staff and processes used for 
equities onto a new fixed-income service; fixed-income 
portfolios are fundamentally different. Specifically, three 
steps are key to the success of a firm that offers individual 
bond portfolios: establishing cost-effective quality broker- 
dealer relationships; assuming additional managerial over- 
head including staffing adjustments and reporting 
procedures; and supporting staff education and training. 


Step One: 





ESTABLISH COST-EFFECTIVE RELATIONSHIPS 

To expand fixed-income services, your firm must have its 
own in-house trading department or outsource it to an es- 
tablished fixed-income provider. Regardless of your deci- 
















iH CPAs/RIAs CAN CREATE A CUSTOMIZED. portfolio for ¢ ae 
; client by acquiring bonds with stylized characteristics (such 
_as different credit qualities, AMT status and call featur 
and by choosing either municipals of taxable issues (or bi 
depending on we Gent iS tax nee 


= A FIRM THAT CHOOSES TO BUILD internal a facture 
stead of outsourcing must establish cost} effective relation 
ships with broker- -dealers; invest in the managerial overhead 
necessary to create an operational fixed-income ‘servi 
and train staff about customized fixed-i income portfoli dS, 





PERSONAL FINANCIAL PLANNING | : 


sion, high-quality broker-dealer partnerships 
are important, and here’s why: A firm 
must create enough purchasing power 
to buy and sell bonds with minimal 
markups and markdowns. “How do 
you become an important client 
[with a broker]?” asks Marilyn 
Cohen, author of The Bond Bible 
(Prentice. all, “Press; 12000). 
“Number one, you need to have a 
lot of money; and number two, 
you need to do numerous transac- 
tions throughout the year.” 

If your firm decides to trade in- 
house, you can expect it to take time to 
build up the volume to command institu- 
tional bond prices with multiple broker-dealers. 
And it’s costly for a firm to subscribe to a financial in- 
formation system such as Bloomberg, properly analyze 
bond characteristics and availability, buy portfolio reporting 
software to create client report, and obtain legal counsel 
and insurance. 

If your firm outsources to an ally that serves as a liaison 
between you and the bond broker-dealers, that ally should 
already have these elements in place, as well as established 
relationships with multiple broker-dealers. Such an arrange- 
ment can help you more quickly and cost-effectively build 
an established department with strong purchasing power. 

Partnering is better than trading directly with broker- 
dealers for a number of other reasons as well. Chief among 
them is the fact that ifa client’s bond portfolio is constructed 
with bonds from a broker-dealer, the client likely will pay 
more for the bonds because of higher markups attached to 
such bonds. A transaction fee is not the same as the markup 
on a bond, so the cost of these markups remains unseen by 
the client. (See Explaining Bond Markups, page 39.) 

Also, broker-dealers do not use the same compensation 
model as fee-only RIAs. The fee charged by an RIA is 
transparent; charging flat fees for a menu of services based 
on assets under management is a reasonable way of serving 
a client’s interests. Conversely, a broker-dealer representative 
works on commission. Commissions produce an incentive 
for the broker-dealer to buy and sell more frequently and to 
sell from his or her existing bond inventory, where com- 
missions often are higher. 


Step Two: 





MANAGE OVERHEAD 
Creating an in-house fixed-income | 
service requires the firm to invest in 
managerial overhead and personnel, 
including retaining staff with special- | 
ized bond knowledge and adding re- 
sources needed for added compliance 
oversight. Staff will be involved with 
tax-loss harvesting, monitoring the 


CPE 





















g Investment Planning—The 
Risks and Rewards, a self-study 
course (# 730818JA). 

m Managing Client Expectations 
in an Uncertain Market, a self- 

_ study course (# 056512JA). 


portfolio for credit changes and monitoring 
interest rate changes that could affect in- 
come streams due to the embedded call 
features in individual portfolios. In 
addition, the firm will need to es- 
tablish new reporting procedures 
for internal execution, settlement 
and reconciliation, and problem 
resolution. The firm also must cre- 
ate best execution procedures and 
processes that cover all aspects of 
the broker-dealer relationship. 


Step Three: 
EDUCATE STAFF AND CLIENTS 


Whether the firm is managing fixed-income 

services internally or outsourcing them, it’s vital that 
firm members communicate effectively with clients about 
the mechanics of individual bond portfolios. That requires 
educating staff about fixed income—and then educating 
clients. Clients who are heavily tilted toward equity in their 
globally diversified portfolios might be confused when they 
hear that a bond portfolio includes only high-grade issues 
and carries no high-yield component. “If it is worthwhile 
to hold value stocks,’ they might ask, “why not follow the 
same rule and hold high-yield bonds in a bond portfolio?” 
You and your staff’s ability to answer client questions with 
confidence adds value to the client-CPA relationship, 
which can ultimately grow the overall assets under manage- 
ment of the firm. 





BECOME CLIENT-CENTRIC 

Moving from basic fixed-income vehicles to individual 
bond portfolios can benefit the overall portfolios of many 
high-net-worth clients. Clients with individual fixed-in- 
come portfolios have fewer expenses and interact more of- 
ten with their advisers than clients who hold bond funds. 
Before buying any bonds, though, advisers should thor- 
oughly understand the client’s financial situation, financial 
goals and unique risk tolerance. 

To create a customized portfolio for a client, advisers 
would acquire either municipals or taxable bonds (or both 
depending on the client’s tax concerns) with stylized char- 
acteristics (such as different credit qualities, AMT status and 
call features). For example, a portfolio 
should be constructed with bonds that 
have a higher credit quality (rated A or 
higher). In general, customizing a bond 
portfolio allows advisers to determine 
the timing and magnitude of realizing 
taxable events and can facilitate overall 
tax planning. 

A client whose portfolio 1s passively 
invested can receive all the benefits of a 
separately managed account (SMA) 
program minus the expenses that some- 
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times support active management, such as hiring well- 
known managers, adding staff to search for bonds that 


bonds from a broker-dealer, most notably potentially exces- 
sive markups and markdowns which are covered elsewhere 


might outperform the market, or purchasing expensive _ in this article. 

equipment and software for the purpose of timing the mar- 

ket. A high-quality fixed-income component helps clients BE READY TO SERVE 

remain true to well-planned investment policies. Still, ad- CPAs can distinguish themselves with clients via the appli- 
visers should be aware of the costs associated with fixed-in- cation of high-quality customized bond portfolios ‘under 
come portfolios: the expenses associated with purchasing the appropriate circumstances. Many clients who desire 
customized portfolios first will look to their 
CPAs to provide them with individual fixed-in- 
come services. For CPAs with RIA affiliates ca- 
pable of providing them, offering clients 
alternatives to bond funds and other collective in- 
vestment vehicles can add value to the client’s 
portfolio, strengthen the relationship between the 
client and the firm, and add value to the firm. 
Even when bond funds are the appropriate solu- 
tion, clients still can benefit from learning about 
other fixed-income options available to them; in- 
dividual bonds might become appropriate based 
on changes in the client’s financial and life cir- 
cumstances (such as retirement, change in marital 
status or inheritance). CPAs who offer client ed- 
ucation as an important part of the client-adviser 
relationship can succeed in enhancing client ex- 
periences for the lifetime of their portfolios.. Ill 


@ For amounts over $500,000, consider a bond portfolio 
consisting of individual securities that meet the unique fi- 
nancial goals and risk tolerance of each client and facilitate 
overall tax planning. 

@ To quickly and cost-effectively build an established depart- 
ment with strong purchasing power, align with partners that 
have specialized bond knowledge and resources in place, and 
established relationships with multiple broker-dealers. 

@ Beware of excessive markups or markdowns and bonds 
that come from a broker-dealer’s own in-house inventory. 

@ Access a service (such as Bloomberg's) that can provide ac- 
curate bond pricing information. 
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Four- to five-times larger. Qualifying policyowners can now access the market value of their life insurance on the 


secondary market. And realize significantly more than surrender value for unwanted or underperforming policies. 


With groundbreaking transactions like life settlements and SWAPP™ (Settlement with a Paid-up Policy), 


Coventry First is giving clients powerful new options. Greater financial 
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The AICPA peer review board has enhanced the standards. 


Peer Review Is Stronger | 
and Better Now 





BY DAVID JENTHO AND DEAN BEDDOW 








he right kind of peer pressure can be a good thing—a fact proven by 


the profession’s peer review program. Since its inception nearly 20 


years ago, participating firms have reaped the benefits of having colleagues as- 
sess the quality of their work. Now, after almost two decades, the AICPA has 


cieties that administer it (ad- 
ministering entities). Firms 
will notice changes in the re- 
ports and will need to imple- 
ment additional procedures for 
their next peer review. The re- 
visions affect timing, engage- 
ment selection, peer review 
reporting and the oversight 
process. This article describes 
several—but not all—enhance- 
ments that will affect partici- 
pating firms. 


taken a look at the program to 
strengthen the process. 

Peer reviews are carried out 
in compliance with the AICPA 
peer review board under the su- 
pervision of a state CPA society 
or group of state societies that 
the board approves. Over the 
past year the board evaluated the 
program and revised its stan- 
dards for performing and re- 
porting on peer reviews for 
firms that do not audit SEC 
registrants. In the process it has 
affirmed that enhancing the 
quality of firms’ accounting and 
auditing practices and protecting 
the public interest are equally 
important objectives. The re- 
sulting modifications to PR sec- 
tion 100 of AICPA Professional 
Standards, “Standards for Per- 
forming and Reporting on Peer 
Reviews,” are designed to im- 





THE TYPES REMAIN 

THE SAME 

There are still three types of 

peer reviews: system, engage- 

ment and report reviews. 
System reviews. Firms that 

perform engagements under 

AICPA and government audit- 

ing standards or those that ex- 

amine prospective financial 


prove the quality of reviews and information under AICPA at- 
increase the usefulness of the resulting reports to the public, to _ testation standards still will have system reviews. 
the regulators that rely on them and to the reviewed firms. Engagement reviews. Peer reviews of firms that perform 


The revised standards will affect all 30,000 firms en- accounting and review services and/or attestation engage- 
rolled in the AICPA peer review program and the state so- ments under Statements on Standards for Accounting and 
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Review Services and/or State- 
ment on Standards for Attesta- 
tion Engagements, respectively, 
are called engagement reviews. 
Report reviews. Peer reviews 
of firms that perform only 
compilation engagements under 
SSARS where the firm has 
compiled financial statements 
that omit substantially all disclo- 
sures are called report reviews. 
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TIMING IS EVERYTHING 

The public has a reasonable ex- 
pectation that every firm per- 
forming an audit have its 
working methods validated by a system review. Firms per- 
forming audits for the first time, or those that perform such 
services only occasionally, may have a higher risk of non- 
compliance with professional standards because of lack of 
experience. Consequently, the standards now require firms 
that have participated in an engagement or report review 
and subsequently performed an engagement requiring a 
system review (such as a first audit) to (a) immediately noti- 
fy the administering entity and (b) undergo a system re- 
view. The system review will be due 18 months from the 
year end of the engagement requiring a system review (or 
18 months from’ the date of the report for financial forecasts 
and projections) or the firm’s next scheduled due date, 
whichever is earlier. 


FIRM REPRESENTATIONS 

Reviewed firms also will provide written representations 
concerning the information they give to peer reviewers and 
administering entities. The representations will assure the 
peer reviewer that the firm 

m Is not aware of any situations where it or its personnel 
have not complied with the rules and regulations of state 
board(s) of accountancy or other regulatory bodies (in- 
cluding applicable firm and individual licensing require- 
ments for each state in which the firm practices for the 
year under review). 

m Has made available to the reviewer any communications 
related to allegations or investigations. 

mg Has provided the reviewer with a list of all client engage- 
ments that concluded during the year under review. 

g Has provided all the other information that the reviewer 
has requested. 

The new requirements call for firms to notify the peer 
reviewer of any communications about allegations or in- 
vestigations (including litigation) relating to the conduct 
of an accounting, audit or attestation engagement per- 
formed and reported on by the firm. The objective of 
such communications is to enhance peer review, and min- 
imize risk for both reviewer and firm, by allowing the 
peer reviewer to better plan and perform the review, in- 
cluding identifying offices, owners and engagements that 





The AICPA peer review program is dedicated 
to enhancing the quality of accounting, audit- 
ing and attestation services performed by | 
AICPA members in public practice. For more | 
peer review information and resources go to 
www.aicpa.org and type in “peer review pro- 
gram,’ or call the AICPA at 888-777-7077. 

For peer reviews commencing on or after 
January 1, 2005, peer reviewers should consult | 
guidance materials available at www.aicpa.org/ 
members/div/practmon/index.htm. 





should get greater scrutiny 
during the process. 


ENGAGEMENT SELECTION 
The board always has required 
the peer reviewer, during plan- 
ning, to notify the subject firm 
which engagements have been 
selected, ‘for ‘review.’ “Khe 
_ changes say that, for system re- 
| views, peer reviewers must no- 
tify the firm no earlier than two 
weeks before commencement 
| of the review which engage- 
/ ments will be reviewed. How- 
ever, the review team will hold 
back notification of at least one engagement from the initial 
review list until fieldwork begins at the subject firm’s of- 
fices. That engagement should be the firm’s highest level of 
service that does not increase the scope of the review. It is 
hoped this change to the peer review program will add 
credibility to the program and strengthen reliance on it by 
regulators and other third parties. 

Another revision ensures that the engagement selected at 
commencement of the review is available to the peer re- 
viewer during the fieldwork phase. If the engagement can- 
not be provided at this time, the peer reviewer will inform 
the firm that a limitation in the scope of the review exists. 
In addition, the peer review report will be modified to in- 
clude the fact that the firm did not make available an en- 
gagement selected for review. 

Firms undergoing a system review may have reasons to 
exclude an engagement from being selected for review (for 
example, if that engagement is the subject of litigation). 
Firms that wish to exclude an engagement must request a 
waiver from the scope limitation report modification. 

Firms should send the written request to the administer- 
ing entity identifying: 

m The engagement(s) the firm plans to exclude from peer 
review selection. 

w The reasons for the exclusion. 

w A request for a waiver from a scope limitation in the peer 
review report. 

The administering entity is responsible for determining 
whether modifying the peer review report to reflect the 
limitation in scope is required. Administering entities will 
consider several factors including, but not limited to, 
whether the review team will be able to obtain a reasonable 
cross-section of engagements to review. The administering 
entity will review the reasonableness of the firm’s explana- 
tion and notify the firm in writing whether a scope limita- 
tion in the peer review report is required. 


REPORTS AND LETTERS OF COMMENTS 

Firms will notice significant changes in their peer review 
reports and letters of comments designed to enable users to 
better understand the peer review process and any matters 
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identified during reviews. Here is a summary of the signifi- 
cant revisions: 

m System review reports will include a brief description of 
the system review process. 

m When a subject firm performs audits of employee bene- 
fit plans, engagements adhering to government auditing 
standards or audits of certain depository institutions with 
assets of $500 million or more, system review reports will 
state that such engagements were selected as a part of the 
peer review. 

@ All deficiencies and recommendations resulting in a mod- 
ified or adverse opinion will be included in the system or 
engagement review report. Adverse reports no longer will 
have a letter of comments, since all matters will be included 
in the report. 

m Ifa system (or engagement) review report is modified or 
adverse, any resulting substandard engagements will be 
identified and will include industry and level of service. 
The standards define a substandard engagement as one in 
which the deficiencies identified, individually or in aggre- 
gate, are material to understanding the report or the finan- 
cial statements accompanying the report, or represent 
omission of a critical accounting, auditing or attestation 
procedure(s) required by professional standards. 

@ Peer review reports will refer to the letter of comments 
(especially because users of the reports should be aware 
when a letter of comments is issued). 

m For system review reports, the elements of quality con- 
trol headings no longer will be included in the letter of 
comments. 

@ For report reviews, significant deficiencies identified dur- 
ing the review will be clearly expressed in the report. 






i THE AICPA REVISED ITS STANDARDS for performing and re- 
porting on peer reviews for firms that do not audit SEC regis- 
trants. The revised standards, effective for reviews 
commencing on or after January 1, 2005, will enhance the 
quality of peer reviews and increase the usefulness of peer 
review reports to the public and regulators as well as to re- 
viewed firms. | 





@ THE REVISED STANDARDS AFFECT ALL 30,000 firms en- 
rolled in the AICPA peer review program. The revisions in- 
clude elements such as timing, engagement selection and 
peer review reporting. 





@ THE PUBLIC HAS A REASONABLE EXPECTATION that the 
working methods of every firm performing an audit be vali- 
dated by a system review. The enhancements have not 
changed the fact that there are three types of peer reviews: 

system, engagement and report reviews. 
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DAVID JENTHO, CPA, is a partner at Ratliff and Jentho in Baytown, Texas, and chairman of the AICPA peer review board. 
DEAN BEDDOW, CPA, is a senior technical manager in the AICPA peer review team. His e-mail address is dbeddow@aicpa. 
org. Official positions are determined through certain specific committee procedures, due proces ) 


A firm’s letter of response will address its plans to correct 
not only the findings in the letter of comments but also any 
deficiencies identified in modified and adverse reports. 


OVERSIGHT 

All peer reviews are subject to oversight by the AICPA and 
the administering entities. To improve the overall process 
and provide more credibility to the program, the board has 
strengthened the oversight policies and procedures. Those 
include but are not limited to 

@ Selecting for oversight a minimum number of audits of 
employee benefit plans, engagements adhering to govern- 
ment auditing standards and audits of certain depository in- 
stitutions with assets of $500 million or more. 

@ Selecting at least 2% of all peer reviews for oversight. 

m Having team members participate in the exit conference 
in some circumstances. 

@ Verifying reviewer qualifications to perform peer reviews. 

m Timing in the performance and acceptance of peer re- 
views. 

Those are some of the enhancements to the standards 
that went into effect for all peer reviews commencing on or 
after January 1, 2005. The standards, interpretations and ad- 
ditional guidance related to the revisions are on the AICPA 
Web site, www.aicpa.org. A white paper, also available on 
the Web site, explains the reasoning behind some of the re- 
visions to the standards. 

After much thoughtful discussion, the peer review board 
believes the adopted enhancements help ensure that the pro- 
gram continues to support the highest quality of accounting 
and auditing practices of public accounting firms and that 
its objectives are relevant, efficient, modern and valid. a 


li FIRMS UNDERGOING ANY TYPE OF PEER REVIEW are re- 
quired to assure the peer reviewer in writing that the firm is 
not aware of any situations where it or its personnel have 
not complied with the state board(s) of accountancy or other 
regulatory bodies. 


FIRMS THAT WISH TO EXCLUDE AN ENGAGEMENT from 
peer review must request a scope limitation waiver. The ad- 
ministering entity will review the request, Satisfy itself as to 
the reasonableness of the firm’s explanation and notify the 
firm in writing whether a scope limitation in the peer review 
report is required. : 






l@ FIRMS WILL NOTICE SIGNIFICANT CHANGES in their peer 
review reports and letters of comments. The revisions will 
enable users of peer review reports to better understand | 
the peer review process and the matters identified during 
such reviews. 


s and deliberation. 
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This do-it-yourself job can save an office 
a great deal of money. 


Mass Mailings 
Made Simple 





BY BONNTE BRINTON ANDERSON, 
AND MARSHALL B. 





LARYSA VS OPY RA 
ROMNEY 


ou want to tell 130 clients about several new professional services and 

send them updated fee schedules. You considered outsourcing 
the project to a direct-mail ad agency and found the setup alone for each vari- 
ation of the letter was $65—way over your budget. Worry not. This 
is ajob your support staff should be able to handle after cae this 8 


We'll use Microsoft Office’s Mail Merge function, 
which merges and integrates documents and data sources, 
to customize the letters. The final product will be 130 
personal letters to each client’s contact person. 

The setup takes just a few minutes. You have two op- 
tions: Use the Mail Merge toolbar (exhibit 1, below)—a 
shortcut method that you'll probably prefer once you get 
the hang of it—or the wizard, which takes you through 
the process step-by-step. We’ll demonstrate the process 
with the wizard so you can see how each step works. 

To open the wizard, click on Tools, point to Letters 
and Mailing and click on Mail Merge. Your screen 
should resemble exhibit 2, page 49; however, yours obvi- 
ously won't have the main document letter we prepared 
to illustrate the process. Notice that our letter lacks a con- 
tact person’s name, an address or a salutation; we will add 
that later. Notice, too, that on the bottom right-hand side 
of the screen the wizard is ready for you to launch the first 
of six steps. 


Sry ge 





Key to Instructions 

To help readers follow the instructions i in this article, 
we use two different typefaces: 

m Boldface type is used to identify the names ie 


icons, agendas and URLs. 
m Sans serif type shows commands and instructions - 


users should "ype into the computer and ne names 
of files. . ale 





m Step 1: Under Select document type, click on Let- 
ters because that is the type of document you want to 
create. Then click on Next: Starting document at the 
bottom right of the screen, to bring up the screen shown 
in exhibit 3, page 49. 

m Step 2: Under Select starting document, choose 
the setup for your letter from the following options: If 
you are starting from scratch, click on (continued on page 50) 
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Exhibit 2 


May 5, 2005 


With the new fiscal year approaching, we would like to thank you for the 


opportunity to associate with you in the past and anticipate another 
productive year. 


We wish to inform you of our new rates: 
Clerical $30/hour 

Staff $50/hour 

Manager $100/hour 

Partner $130/hour 


As always, the fee for any service depends on the level of expertise required. 
We look forward to working with you this year. 


Sincerely, 





Anderson, Oprya, & Romney, LLP 


t 


Exhibit 4 


Haw do you want to set up your letters? | | © Use an existing ist 

® Use the current document ; ‘gpd Seen pone iene ak Oenmmom nen © Select from Outlook contacts 

Start frorn a temmplate, a | © Type a new list 

© Start from existing document i ; 2 
ae | Use an existing fist see 
ee a | : Use names and addresses from a file or a . 

Start from the document shown here and | | database. 

use the Mail Merge wizardto add recipient =| : 

information. | a Browse... 


CY Edi recipient list... 





pa BENIN san apne AV onc cts BON at, at 
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Use the current document. If you want to use a tem- me siiinie: 
plate, click on Start from a template. And if you already 
have a saved letter you want to open, edit and send, click 
on Start from existing document. 

Since you do not have a letter ready, select Use the 
current document and then compose your letter. 

Then click on Next: Select recipients (exhibit 4, 
page 49). 

That moves you to step 3 and produces the screen 
shown in exhibit 5, page 49. 

m Step 3: Insert the addresses of your clients by choos- 
ing one of the first two options shown in exhibit 4, or 
you can type a new list (that process will be described lat- 
er). In our example, since we have the information stored 
in an Access database table, we select Use an existing list 
under Select recipients and when we click on Browse 
to find the list, the Select Data Source screen appears 
(exhibit 6, below). — Edit recipient list... 

To browse through your folders for the address table, 
click on the down arrow next to My Data Sources. 
Find the desired database, click on it, and the Select 
Table dialog box appears (exhibit 7, below). It lists all the 
tables available in that database. We have highlighted the 
Client table. (continued on page 52) 





aes 


38:20 PM 
2}20/2004 10:59:52 AM 
2/19/2004 11:17:41 AM 1/27/2004 11:34:41 AM us 
2/19/2004 11:04:24 AM 1/27/2004 11:52:56 AM Type the names and addresses of 
2/6/2004 12:16:36 PM 2/6/2004 12:16:26 PM iC recipients. 
1/27/2004 11:39:12 AM 1/27/2004 11:38:56 AM : 
2/6/2004 12:16:27 PM 216: . : Cast 
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comfortable 


[here's a fine line between what you know 


confident 


and what you feel. 


If your clients have taken the same approach to trusts and financial 
plans for years, are they really confident about its effectiveness? They 
can be, with McDonald Financial Group. Our truly integrated financial 
plan can make the difference between what works and what works 
harder. Because reaching your clients’ goals becomes the central 
focus, we develop a unique and broader perspective that allows us 
to pull everything together. Banking, investments, and trust, all in 

a single plan. True integration, from someone whose years of 
experience can complement your own. One day everyone may 


Offer it, but you'll find it with us, today. 


Achieve anything? 





Call 1-800-539-4164 or visit Key.com/MFG to learn more. 


McDonald 


Financial Group 


McDonald Financial Group is a program offering securities from McDonald 
Investments Inc., Member NASD/NYSE/SIPC, banking and trust services from 
KeyBank National Association, Member FDIC, insurance from KeyCorp Insurance 
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TECHNOLOGY WORKSHOP 


If your client list is in Outlook, click Select from 
Outlook contacts (exhibit 8, page 50). 

That evokes the Select Contact List Folder (exhibit 
9, page 50). 

If you wish to create a new list, click on Type a new 
list and Create (exhibit 10, page 50). a oe 
That brings up the New Address List screen (exhibit | Write yourletter i 


eae). If you have not already done so, 
Fill out each client’s information and click on New write your letter now. 


Entry for each additional entry. After entering all the 
To add recipient information to 
names and addresses, click on Close and name and save letter, clic a incuba 1 he 


your new list so you can use or edit it later. document and then click one of 
For those readers following along using Word, please the items below. 


note that you will not be able to proceed to step 4 until you : 
have at least one recipient established. : oe Address block... 

m Step 4: Now it is time to write or edit your existing 
letter so click on Next: Write your letter (exhibit 12, a Greeting line... 
below). Click on Next to evoke the Mail Merge screen Greeting wizard... 
(exhibit 13, at right). 

Begin by clicking on Address block to specify the ad- jeg Electronic postage... 
dress elements. As shown in exhibit 14, below, you can Wi Pos! I bar i 

EB) More items... 
When you have Finished 
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choose one of many different formats for the person’s 
name, whether to include the company (continued on page 55) 


Se eee SS 





pea 


Uae es 


‘New Address List 





























eee LL 
& Next: Write your letter 
® Previous: Starting document 
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TECHNOLOGY WORKSHOP 


Exhibit 15 Exhibit 16 





Match Fields eS ; 4 Greeting Line 


Mail Merge has special Features for easily working with addresses. Lise the drop-down iat 
ee or, 


snes, 





‘Use crop ist choose the field from your alihions thal coed the 
Ute dondoon eal ace eo bes 
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May 5, 2005 










Mrs. Elizabeth St. James 
Shadow Box 
450 N 500 W 
Provo, UT 84601 










Dear Mrs. St. James, 





With the new fiscal year approaching, we would like to thank you for the 
opportunity to associate with you in the past and anticipate another 
productive year. 








We wish to inform you of our new rates: 
Clerical $40/hour 







Staff $65/hour 
Manager $120/hour 
Partner $150/hour 










As always, the fee for any service depends on the level of expertise 
required, 






We look forward to working with you this year. 


Sincerely, 












ees 
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name in the address and whether 
to insert the postal address. 

If you are using Microsoft Ac- 
cess, click on the Match Fields 
option (see bottom of exhibit 14). 
That brings up the Match Fields 
screen (exhibit 15, page 54), 
which requires a link for each ele- 
ment of information (last name 
and first name, for example) to its 
corresponding database field. 


ee 


| Step 5 of 6 


After you’ve matched the fields EE OU IONE IEE 


and clicked on OK, you're ready 
to add the greeting line. Go to the Mail Merge screen 
(exhibit 13) and click on Greeting Line to specify the 
greeting elements. 


Fill in the requested information (exhibit 16, page 54) _ 


and click on OK. 

Return to the Mail Merge screen (exhibit 17, page 54) 
and click on Next: Preview your letters. That brings up 
the screen shown in exhibit 18, page 54. 

You now can preview each custom letter by using the 
back (<<) and forward (>>) arrows or by clicking on 
Find a recipient. Note in exhibit 18 that we used the ar- 
rows to display our 130th recipient. Be aware that you still 
can make changes to the letters, such as editing the recipi- 


© 3M 2005, Post-it is a trademark of 3M. 


* Next: Complete the merge 


® Previous: Write your letter 





ent list or excluding recipients by 
selecting the appropriate function. 
Return to the Mail Merge 
screen and click on Next: Com- 
plete the merge (exhibit 19, at left). 
w Step 5: At this point you can 
complete the merge setup, or if 
you wish, you can click on Previ- 
ous: Write your letter and fur- 
ther edit the letters or print them. 
As you can see, Mail Merge is 
a powerful tool that will save you 
time and money while creating 
professional, personalized letters. You also can use it to set 
up customized e-mail messages, envelopes and labels or a 
directory of addresses. S 
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Tax questions popping up? 


So do our notes. 


Post-it? Pop-up Notes & Dispensers. 


Now you'll always know where your notes 
are — right there at your fingertips, to help make 
the busy tax season a little less taxing. 


For special offers on this and other simply 
ingenious Post-it® products, go to our web site: 
www.post-it.com/accountant 
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WHAT PARTNERSHIP 
WITH NEP 
MEANS FOR CPAS. 





When CPAs form Professional Partnerships with NFP advisors, they gain 


immediate access to the latest and most innovative wealth management strategies, 
estate and tax planning and corporate and executive benefits solutions. 

The NFP network includes some of the nation's leading planning experts 
for high net worth individuals and corporate clients. Through Professional 
Partnerships, you benefit from the network's collective expertise...and 
so do your clients. 

If you're a CPA interested in working with experienced professionals within 
the NFP network, you should talk to us. 

We could be one of the most valuable partners you've ever had. 


Call Alec Herring JD, CLU at 1 800 880 0080, extension 6331. Or e-mail 


Aherring@nfp.com. 
® NFP 
a 
NATIONAL FINANCIAL PARTNERS NYSE. 


Securities offered through NFP Securities Inc. 
NASD/ SIPC/ Registered Investment Advisor. 






How to speak with professionalism and pizzazz. 


Will They 


Throw Eggs? 


Bert LU Vee ae Waa Kole NOS 



























AVA ith the advent of the mg 
Sarbanes-Oxley Act of i 
2002, many CPAs are required 
to speak at audit committee 
meetings and department gath- 
erings, or even to train col- 
leagues at various levels on the 
implications of the act. When 
it’s your turn in the limelight, 


how will you react? Will you 


mumble incoherently? Will you ramble? Will a 
bevy of butterflies attack you? Or will you give 
an organized, informative presentation in a pro- 
fessional manner? 

According to Lori Gondry, CPA, supervisor 
of internal audit for Kindred Healthcare in 
Louisville, Kentucky, “Sarbanes-Oxley is one 
of the biggest things to affect companies in a 
long time. It will force people to communicate 
both orally and in writing. The need to docu- 
ment and communicate one’s role in the prepa- 
ration of financial data will trickle down to the 
lowest levels.” 

Regardless of whether Sarbanes-Oxley affects 
you directly, it will increasingly force CPAs to do 
more public speaking. “Most major corporations 
are stressing the importance of communication 
skills for CPAs,” says Pam Devine, customized 
training solutions manager for the Maryland As- 
eet es ane et a oe ht Sh ge ee 
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sociation of CPAs in Towson. 
“Almost every one of our 
corporate clients is consider- 
ing offering a communica- 
tions course this year.” 

CPAs are expected to con- 
vey financial information or 
reporting requirements in an 
organized and professional 
manner. Your ability to com- 
municate will have a direct 
impact on how others per- 
ceive you—and your exper- 
tise as a CPA. This article 
explains how to organize ef- 
fective presentations for a 
wide variety of technical and 
nontechnical audiences. 


Written 
detail report 
Preaek 
provided to 
management 
79 


Written 
summary report 
created specially 

Lcolandatemr-[Ulel he 
committee 


PLUS SSeS ad 


How Internal Audit 


tation. You'll end up with a 
jumbled mess. 

STEP TWO: Select headings. 
Determine how you'll orga- 
nize the presentation—how 
you will divide it. What head- 
ings will you use? If you’re 
speaking on Sarbanes-Oxley 
to a group that’s unfamiliar 
with it, for example, you 
might use headings such as: 

I. Explanations of Sarbanes- 
Oxley. 

II. Implications for your de- 
partment. 

III. What you need to do dif- 
ferently now. 

IV. Preparing for the future. 


ACHIEVE MAXIMUM IMPACT 
To have the biggest effect, a 
presentation must be well- 
written and well-organized. 
Devine says, “If speakers 
aren't organized, listeners may 
begin to question the num- 
bers they’re presenting.” Writ- 
ing in an organized fashion 
requires only a little preliminary effort. CPAs can use the 
following methodology to write either a formal presenta- 
tion or a two-minute staff report. Although this process 
may seem cumbersome at first glance, it actually will save 
time in the end. 

STEP ONE: Brainstorm. The first step is to think. Write 
down everything you might want to cover on the subject 
until you’ve exhausted all ideas. It’s OK to abbreviate at this 
point. Avoid the temptation to just start writing the presen- 


EXECUTIVE 


@ TO MEET THE REQUIREMENTS OF SARBANES-OXLEY, CPAs 
are making more oral and written presentations than ever be- 

_ fore to more diverse groups, including audit committees and 
department gatherings. CPAs’ ability to communicate will 
have an impact on how others perceive them and their exper- 
tise. A well-organized presentation makes all the difference. 


TO WRITE AN EFFECTIVE PRESENTATION, CPAs can follow 


five steps: Brainstorm, select headings, assign items to one 


of the headings, create an outline and add transitions so 


things make sense. 


@ SINCE AUDIENCES INCLUDE PEOPLE WITH DIFFERENT lev- — 
els of expertise who need to know different amounts of 





AD STEP THREE: Assign items. 


Review the information on 
the brainstorm sheet. Assign 
each item to one of the head- 
ings. If you have information 
that doesn’t seem to fit any- 
where, omit it. 

STEP FOUR: Outline. Put 
everything into a basic outline 
(nothing as elaborate as your 
senior English teacher required). A flowchart will work, 
too. An outline forces you to get organized and keeps you 
from randomly throwing in concepts. You can also see at a 
glance whether the headings are lopsided. If there are too 
many points under one heading, you may be spending too 
much time on that area. 

STEP FIVE: Add transitions. After the outline is complete, 
add the necessary transitions so things make sense. These 
are little key words and phrases that connect all the points 


Se ae 


@ WHILE POWERPOINT CAN BE AN EFFECTI 
should not depend on it too much. The slid 
dominate the presentation. 


don’t know an answer, ‘hey should say So 


and send it to the ereup altel the presentation. 








KELLY J. WATKINS is an international speaker and author on communication topics. She can be reached at Sveyhoenca tomers. 


com or by e-mail at kelly@keepcustomers.com. 
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together. Numbers work great. For example, “There 
are four reasons why Sarbanes-Oxley is relevant to 
your department. First,...Second,...” 

Ordinal numbers also serve to provide a road map 
for listeners. They’re similar to chapter headings in a 
book and they tell listeners (who can’t go back and 
“reread” something if they get lost) where you are in 
the presentation. 


Any audience—from audit committees to colleagues 
to volunteer boards to your local parent-teacher or- 
ganization—includes different types of people who 
need to know different types (and amounts) of infor- 
mation. According to Mary McKinley, CPA, senior 
manager at BKD, an accounting firm in Louisville, 
Kentucky, “Knowing your audience is critical. 
Speakers should tailor language and content to each 
group.” When planning a presentation, put yourself 
in the attendees’ shoes. What information do they 
need or want? 

As CPAs, you're in the numbers business. You’re 
in the details business. But many of your audience 
members aren’t. Sometimes they want only an 
overview, sometimes the opposite is true. McKinley 
tells of a training session she attended at which the at- 
tendees were eager for in-depth information, but the 
speaker spent all his time explaining broad concepts 
they already knew. His presentation failed because he 
hadn’t researched his audience. 


As a CPA, you may find yourself in situations where 
you must address audiences that aren’t financially 
savvy or familiar with technical accounting concepts. 
In these cases, it becomes your job to assume the role 
of teacher. 

Dale Gettelfinger, CPA, president of CPAmerica affiliate 
Monroe Shine in New Albany, Indiana, recalls attending an 
audit meeting where the audit team manager launched into 
a technical response that was not really on point. The 





g The author has developed a new CPE course, 
“Talking, Listening, Writing, and Presenting,’ which is 
available at www.AlCPAlearning.org. (This article is based 
on the Presenting module.) Watkins also has several 
online CPE courses available via InfoBytes at www. 
cpa2biz.com. 

m AICPA Audit Committee Effectiveness Center and 
the Audit Committee Toolkit, www.aicpa.org/audcomm 
ctr. A variety of resources created to help audit 
committees and those who work with them execute 
their responsibilities. 


Pam Devine, training manager for the Maryland Association of CPAs, 
says major corporations increasingly are stressing the importance of 
communication skills for CPAs. 


group felt the manager was being evasive. “Too often CPAs 
resort to jargon or an involved technical response, thinking 
it is a time-saver,” he says. “This is only true when every- 
one knows and understands the issues.” 

How do you avoid hiding behind jargon? As you review 
the technical terms you'll use in the presentation, think 
about Gettelfinger’s comment. Will everyone understand 
the issues? What might they find confusing? 

It’s difficult to educate people without appearing conde- 
scending. Provide a brief explanation of the item but don’t 
draw attention to it. Simply provide the definition as part of 
the presentation. When you're subtle, people won’t feel 
you're talking down to them. 


One of the biggest mistakes speakers make is relying too 
much on their PowerPoint graphics. You are the speaker; 
you are the expert. The slides are simply an educational 
tool. Don’t let PowerPoint become the presentation. 

Here are five tips to help you create more effective Pow- 


erPoint slides. (continued on page 60) 
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@ Less is more. Use fewer slides and 
put less information on each. If 
youre presenting complex financial 
data, give the audience a handout. 
(Caveat: Don’t give the audience any 
extensive reading material until after 
the presentation or everyone will fo- 
cus on it and not on you.) 

m Slides are for emphasis. They 
should reinforce your main points or 
illustrate complicated issues. 

m Use a graph or chart to illustrate 
general trends or give a big-picture 
view. Put the detailed numbers in a 
handout. Make sure the audience 
can see the labels/headings inside 
the graph. 

m If you need to discuss a certain line 
item, put just that item on the slide, 
not the entire spreadsheet. 

w If you must put several numbers 
on the screen at once (and there is 
almost no time when that’s truly re- 
quired), highlight the specific num- 
ber you're discussing by making it 
larger. Continue to do the same for 
other numbers you want to focus on. 


The best way to appear confident in front of an audience is 
to be prepared. Avoid the temptation to wing it; the audi- 
ence will know if you do. According to Gettelfinger, “I 
know firsthand how challenging it is to take the time to 
prepare everyone for an effective meeting. But better 
preparation means better meetings.” 





perspiration pouring down your face. 


them when it’s your turn to speak. 


skirt or adjust your tie. 


and smile. 





Mary McKinley, a CPA in Louisville, Kentucky, says it’s critical for CPAs to know their 
audience and tailor language and presentation content accordingly. 


Five Tips to Overcome Last-Minute Jitters 


Arrive early. You won't appear very calm if you come running 
into the room at the last minute and leap into your chair with 


Check the equipment. Is the LCD projector hooked up? Do the 
markers by the flipchart write? Don’t let someone else demon- 
strate how to turn the equipment on or how to adjust it. You’ll 
be the one doing it during the presentation, so practice. 

If possible, pre-set materials. Place notes on the lectern or table. 
Load the PowerPoint file and have it ready. Put any supplemen- 
tal materials within easy reach. If that isn’t possible, keep your 
materials together in front of you so you don’t have to dig for 


Be alert while being introduced. The group is looking at you, not 
the person introducing you. This is not the time to tug at your 


Make eye contact. Take a deep breath, look out at the group 






































Make the time spent preparing proportional to the im- 
portance of the speech. A three-minute informal update at 
a department meeting requires much less practice than a 
45-minute annual presentation to the audit committee. 

Practice aloud. Giving the speech in your head doesn’t 
count. If possible, visit the room where you'll be speaking 
in advance and do a dry run of the speech. Having a men- 
tal picture of the setting will make you feel 
more comfortable. 





Answering questions can be nerve-racking. 
I discovered this firsthand when giving a 
seminar on presentation skills to a group of 
about 150 people in Venice, Italy. During 
the question-and-answer session, a woman 
raised her hand. When I called on her, she 
said in a loud, clear voice, “You men- 
tioned clothing. Well, I’d never wear what 
you're wearing.” 

Apparently, the color of my suit was a 
little too bright for her taste. I turned the 
question to my advantage and replied, 
“That’s an interesting observation. As I said 
earlier, when you're speaking internation- 
ally, it’s important to remember cultural is- 
sues for dress, as well as for content.” (Now 
that I survived the incident, it makes a 
great story!) 
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. Why is it important to handle questions effective- 
ly? Gettelfinger recalls a situation in which two 
young staff auditors were asked a question by an au- 
dit committee. They were caught off guard and got 
defensive. They even tried to convince the audit 
committee its question was immaterial. 

How did this affect Gettelfinger’s perception of the 
auditors? “I felt the engagement partner was out of 
touch with the engagement,” he says, “and the other 
auditors didn’t genuinely care about the future of our 
organization.” Ouch! 

Here are several techniques to help you avoid that 
negative appearance and handle questions in a profes- 
sional manner. 

Put the experience in perspective. Your job is to 
make the audience understand the material you’re 
presenting. That means listeners should ask you ques- 
tions until they fully comprehend the information. 
Recognize the audience is just doing its job; this isn’t 
a personal attack. 

Prepare for questions. What are the five most diffi- 
cult questions they could ask? What are the five areas 
you have the most difficulty explaining? Prepare an- 
swers. Write them out. Practice saying them aloud. 
Now you're ready for the worst and everything else 
will seem easier. 

Repeat the question. This allows your brain a few 
seconds to think while your mouth goes on auto-pi- 
lot to repeat the question. It also ensures everyone in 
the room heard the question. 

Behave professionally when you don’t know the an- 
swer. Don’t ramble or dance around the subject. And 


don't resort to technical mumbo jumbo. You'll aPPcar CPAs often resort to using jargon or an involved technical response, 
more professional if you simply admit you don’t thinking it will save time, says Dale Gettelfinger, CPA, of Monroe Shine in 
know the answer. Then assure the group you'll find New Albany, Indiana. 


the solution and send it to them immediately. 


It’s ironic that a technical law (Sarbanes-Oxley) is what has 
finally caused corporations to realize they need to improve 
nontechnical communications skills. As making effective 
presentations becomes an even more critical part of their 


@ The first step in putting together an effective presen- 
tation is to write down everything you think you 
might want to cover on the subject. Then use this in- 
formation to develop the presentation. 

@ Know your audience and tailor the presentation ac- 
cordingly. If necessary, accommodate for nontechnical 
audiences by defining unfamiliar terms as you speak. 

@ Slides are for emphasis. Don’t let PowerPoint be- 
come your presentation. Put less information on each 


careers, CPAs should expend the time and effort necessary 
to create and deliver speeches that convey a credible and 
professional image. Whenever you speak to a group, your 
reputation as a CPA is at stake. By implementing the tech- 
niques discussed here you can be confident your presenta- 
tion will sparkle with polish and pizzazz. a 


slide and use fewer slides. Put complex financial data 
on a handout and distribute it to attendees after the 
presentation. 

@ Prepare for questions in advance by asking yourself: 
What are the five most difficult questions they could 
ask? Write out prepared answers and practice saying 
them aloud. During the presentation, repeat each 
question to give your brain a few seconds to think be- 
fore you start your answer. 
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FASB mandates how companies should account for 
Share-based compensation. 


No Longer an “Option” 
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said its goal was to provide investors and other financial 
statement users with more complete and neutral infor- 
mation by requiring companies to recognize the com- 
pensation cost related to share-based transactions in their 
financial statements. 

Initial reaction to the standard shows the debate over 
the best way to account for share-based compensation 
has not been fully resolved. Congress, corporations and 
individuals have voiced strong concerns about the new 
rule. In September 2004, the FASB Web site listed over 
6,500 comment letters on the exposure draft for State- 
ment no. 123(R); a typical ED generates fewer than 
100. CPAs will find the revised standard will have 
long-term implications for their clients or employers. 
This article explains the important details of the state- 
ment and offers CPAs some suggestions for implement- 
ing its provisions. 


A BRIEF HISTORY OF STOCK OPTION ACCOUNTING 
In 1972, the Accounting Principles Board issued Opin- 
ion no. 25, Accounting for Stock Issued to Employees. It used 
an intrinsic value method of valuing stock compensation. 
The basic methodology involved calculating the differ- 
ence between the market price of the underlying stock 
and the exercise price of the options on the date the 
company granted them. For example, an option to pur- 
chase a share of stock with a market price of $50 on the 
grant date and an exercise price of $40 would have an in- 
trinsic value of $10. This method allowed companies to 
recognize no compensation cost assuming they met cer- 
tain criteria. Although issued more than 30 years ago, 


EATON AND BRIAN R. 


he controversy over accounting for stock options and similar compen- 
sation continues. While the wounds from the fight over FASB State- 
ment no. 123 a decade ago are still healing, FASB issued a revised standard, 
Statement no. 123(R), Share-Based BaD. in n December 2004. The board 
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Source: FASB, 
Norwalk, Connecticut, 
www.fasb.org. 
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Glossary of Key Terms 


Binomial model. A lattice model (see below) where 
the asset price can change to only one of two possible 
values in the next time period. 
Black-Scholes-Merton model. A specific closed-form 
valuation model for options that cannot be exercised 
prior to maturity. 
Closed-form valuation model. A model where an esti- 
_ mated fair value can be calculated by plugging num- 
bers into an equation. 
Expected volatility. The expected fluctuation in the 
price of a share of stock over the period for which a 
company is valuing an option. It usually is measured as 
the standard deviation of expected continuously com- 
pounded rates of return on the stock. 
Fair value. The amount at which an asset (or liability) 
could be bought or sold (or settled) in a current trans- 
_action between willing parties. 
Intrinsic value. A value determined by taking the fair 
value of the underlying security and subtracting the 
exercise price of its corresponding option. 
Lattice valuation model. A model where the asset price 
can take on only a discrete number of values in the 
next period. The derivative security is valued based on 
| these asset prices by recursively working back through 
_ the model from the derivative’s final maturity. | 
Option pricing model. A valuation technique based on 
established principles of financial economic theory to 
estimate the fair value of employee stock options and 
similar instruments. 













be as controversial as its predecessors. The most signifi- 
cant change is the requirement that companies use the fair 
value method to account for share-based compensation. 


@ STATEMENT NO. 123(R) ELIMINATES THE USE of the in- 
trinsic value method of accounting for share-based pay- 
ments under APB Opinion no. 25. Many companies had 
continued to follow it even after FASB issued Statement no. 
123 in 1995. Sareea 


lm TO FOLLOW THE FAIR VALUE METHOD, most companies 
will have to use an option-pricing model to estimate the fair 
value of employee share options. There are several 
methodologies to choose from, including a closed form 


_ LIN DECEMBER 2004, FASB ISSUED ITS NEWEST standard, model or a lattice model. Most companies that currently 


_ Statement no. 123(R), Share-Based Payment. It is proving to 


until very recently most companies chose to continue fol- 
lowing Opinion no. 25 for financial reporting purposes. 

The genesis of the new standard goes back to 1993 
when FASB issued an ED on stock-based compensation 
that changed the emphasis from the intrinsic to the fair value 
method of valuing stock options. Under this approach the 
option value (and related compensation expense) was based 
on the market price of an option with the same or similar 
terms (when available) or estimated using an option pricing 
model (applicable to most companies). The option we re- 
ferred to above that had an intrinsic value of $10 would 
have a fair value of $18.34, using the Black-Scholes- 
Merton Model discussed in detail below. 

Under tremendous pressure, FASB issued Statement no. 
123 in 1995. It encouraged but did not mandate compa- 
nies’ use of the fair value method to determine compensa- 
tion expense on the income statement. As a result of having 
this option, most companies continued to use the intrinsic 
value method to report compensation expense. 

In 2003, members of Congress developed the Stock 
Option Accounting Reform Act, which would challenge 
FASB and mandate how companies should account for 
share-based compensation. To date no legislation has passed. 
In the midst of the controversy FASB issued Statement no. 
123(R) late last year. (See “Official Releases,” page 91.) 


THE REQUIREMENTS 
Statement no. 123(R) covers a wide range of share-based 
compensation arrangements including share options, re- 
stricted share plans, performance-based awards, share appre- 
ciation rights and employee share purchase plans. Some of 
its key requirements include 

m= Companies are required to use the fair value method 
to value options and other share-based payments. This 


use the fair value method use Black-Scholes-Merton, a 
closed-form model. 


@ ALL MODELS RELY ON A NUMBER OF ESTIMATED items— 
including the exercise price of the option, its term, the cur- 
rent market price of each share of underlying stock, 
expected volatility and dividends and the risk-free interest 
rate—that can greatly influence the fair value of share-based 
compensation. 


l= CPAs CAN EASILY CHOOSE SEVERAL MODEL components 
while others are more complex and rely on forward-looking 
information. Companies can begin by examining historic in- 
formation but should make appropriate adjustments to re- 
flect the future. 






TIM V. EATON, CPA, PhD, is associate professor of accounting at Marquette University in Milwaukee. His e-mail address is 
tum.eaton@marquette.edu. BRIAN R. PRUCYK, PhD, is assistant professor of finance at Marquette University. His e-mail ad- 
dress is brian.prucyk@marquette.edu. . 
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means they will recognize compensation cost based on the 
fair value of equity instruments issued for employee services 
on the grant date. 

@ This valuation should be based on the observable mar- 
ket price, when available, of an instrument with the same 
or similar terms. 

@ Since such a valuation usually is not available for most 
share-based payments, FASB recognizes that most compa- 
nies will use an option pricing model to estimate the value. 

m FASB does not require a specific option pricing mod- 
el. However, any model a company 
uses must incorporate a variety of fac- 
tors, including the exercise price of 
the option, the term of the option, 
the current market price of each share 
of underlying stock, expected volatili- 
ty and dividends and the risk-free in- 
terest rate. 

m Once estimated, the company 
should recognize the determined 


option pricing model to use. In making this decision 
CPAs should understand that employee share options dif- 
fer from the usual exchange-traded options most models 
were developed to value in a number of ways. The most 
notable are that the employee options are nontradable and 
must be used exclusively by the individual to whom they 
were granted. 

The choice of which model to use is a critical decision 
for CPAs and their employers or clients. FASB discusses 
two basic models—closed-form and lattice. Each has its 





“Your Report and Tax Return 
: _ Covers are Your Ambassadors!” 


compensation cost over the period in 
which an employee provides service to 
receive the award (known as the requi- 
site service period). 

m Public companies must use fair 
value to measure liabilities in share- 
based payment transactions. Nonpub- 
lic companies, however, may use 
intrinsic value. 

The statement also requires certain 
disclosures to help financial statement 
users. These include the details of any 
share-based compensation arrange- 





“You have !ots of “ambassadors” representing you when 


you aren't around. I’m not just talking about the other 
people in your firm. Your tax covers, report covers, client 
newsletters, brochures, emails, announcements, business 
cards and so forth represent you when you aren't there. 


_ Once you think about it, that’s why 1% have them, i isn't 
it? To represent your firm v 


hen you're not there and to 





keep reminding people 


most cost effective marketing strategies you will find. 





at you are available to serve 
them. How you “cover” these documents is one of the. 


ments the company offers, their effect 
on compensation cost on the finan- 
cial statements and what methodolo- 
gy the company used to estimate the 
fair value. 

Effective dates. Most public compa- 
nies must implement the new rules as 
of the start of reporting periods begin- 
ning after June 15, 2005. Public enti- 
ties that file as small business issuers 
and nonpublic companies have extra 
time; they must apply Statement no. 
123(R) for the first annual reporting 
period after December 15, 2005. 


HOW TO IMPLEMENT 

THE STATEMENT 

In addition to knowing the basic re- 
quirements of the new standard, 
CPAs must familiarize themselves 
with some important technical 
terms. These are listed in a glossary 
on page 64. For most companies the 
next step will be to decide which 
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own advantages and disadvantages. The most common 
closed-form model is Black-Scholes-Merton; companies 
may wish to use it precisely because it is the most common 
option pricing model in practice today. Besides providing 
greater comparability with other companies that also em- 
ploy it, it is easier to apply because it is a defined equation. 
(See “Black-Scholes-Merton at a Glance,” page 68.) CPAs 
also easily integrate the model into a spreadsheet. Black- 
Scholes is an acceptable method according to Statement 


no. 123(R). 





CASE STUDY 


Scotts Co. Grows Into Good Governance 


FINANCIAL REPORTING 


Some CPAs may feel a lattice-type model is a better 
choice for their companies. In fact, FASB originally rec- 
ommended the lattice model as preferable but backed 
down after receiving public comment. The most common 
lattice model is a binomial one. Although companies use it 
less frequently, some argue the binomial model provides 
more accurate estimates of option compensation expense 
because it can take into account more assumptions (early 
exercise behavior) than Black-Scholes and can incorporate 
multiple inputs (volatilities), whereas Black-Scholes can 







With stock options, if the stock price 
goes down, the owner hasn’t really 


the up side. We’ve seen that lead to 


lost anything—the focus is entirely on 


t was back in 2002, in the course of 
long discussions about good governance 


and financial transparency, that Chris 
Nagel, CPA, CFO of the Scotts Co., 


and his CEO decided to start expensing 


stock options. The board of directors and 
the audit committee of the Marysville, 
Ohio-based company—the world’s largest 
manufacturer of horticultural products— 
agreed. And honestly, Nagel acknowl- 
edges, he thought every company soon 
would follow suit. “We took a reading of 
the tea leaves and thought this was the 


sumptions about the likely term and 
volatility, and I think a lattice model 
captures those variables better. Lucki- 
ly I’m not the guy who has to grind 
through the numbers. 


Are you rethinking the whole idea of 
offering stock options as an employee 
benefit? 

No, we still think options are a valu- 
able tool for employee compensation. 


But we'll be using a combination of 
restricted stock and stock options. 


abuses at many companies as they 
tried to manipulate earnings. So now 
our idea is to offer a combination of 


options and restricted stock. That - 


better aligns the goals of our employ- 
ees with those of our shareholders, 
because if the stock goes down, the 


shareholders are not really indifferent. 


They are really losing value and with 


restricted stock, so are our employees. — 


As part of his or her overall compen- 
sation, an employee might earn X in 
base pay and X in options. If we’re 


way the world was headed,” he says. “We 
wanted to show our investors we were try- 
ing to be transparent.” So Scotts took a hit 
for the third of its outstanding stock op- 
tions that come due each year, charging 
about $5 million—roughly 3% of its 
$160 million pretax earnings—against its 
2003 P&L. For 2005, accounting for all 
stock options will mean expensing $12 
million on pretax earnings of $250 mil- 
lion, or about 5%, Nagel estimates. 

The world did eventually catch up. 
With FASB Statement no. 123(R) on 
the horizon, Nagel shared his thoughts 
about his three-year odyssey into expens- 
ing stock options with JofA managing edi- 
tor Cheryl Rosen. 


It’s your third year of expensing 
options. What are you doing 
differently? 

We had adopted Black-Scholes, but 
now believe binomial is the appropri- 
ate model for valuing options. A lat- 
tice or binomial model offers some 
improvement over Black-Scholes. To 
value options, you have to make as- 














Scotts Co. CFO Chris Nagel, CPA, says expensing stock options early was the right thing 
for the company to do. It still hits its growth target in 2003 even with the charge to 
earnings, and the pain of adopting Statement no. 123(R) is behind it. _ 
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only incorporate one set of inputs. However, these same 
characteristics also make it more complex. In fact, some 
companies may not have staff with the technical expertise 
necessary to integrate a binomial model into their option 
pricing activities. 

Once they have selected a model and begin to make the 
transition to the new standard there are some practical tips 
CPAs should consider. 

@ Valuing compensation expense is not simply a matter 
of plugging the “right” numbers into a model. Many of the 


going to give $100,000 in option 
value, we can plug that into Black- 
Scholes and figure out how many 
options that is, or we can divide it 
by our current stock price and just 
give a number of shares. It’s unlikely 
to change the ultimate charge on 
our books, but it changes the em- 
ployee’s focus. I think a combina- 
tion of the two will produce the 
right balance. 





Are you glad Scotts took a lead 
position on expensing options? 
Being an early adopter put a burden 
on our P&L, but it was the right 
thing to do. I don’t think the market 
reacted one way or the other to our 
story—we hit our earnings growth 
target in 2003 even with the charge. 
I’m not sure we got any credit for 
good corporate governance. But 
every company’s major concern has 
to be the investor perspective, and 
we hope we did get credit in the 
minds of investors; we have no way 
to measure that. Next year will be 
nice, though, because the pain of 
adoption already will be behind us. 


Any advice for your fellow CPAs 
implementing Statement no. 123(R) 
for the first time? 

I suspect that in the first year com- 
panies will present pro forma earn- 
ings with and without the charge. 
But as they ramp this up over some 
vesting period I can’t imagine that 
many will be able to ask investors to 
accept this as a reason for lower 
earnings over three or four or five 
years. You have to view it as a cost 
you have to manage. You just have 
to accept it. 








components are quite complex and involve forward-look- 
ing information. While historic information can be a good 
starting point and may be a reasonable indicator of what to 
expect, companies should not rely on it alone. Instead 
CPAs should make appropriate adjustments based on a 
company’s future. 

@ In calculating meaningful estimates of option value it’s 
very important to use a consistent verifiable method to esti- 
mate the parameters of any valuation model. The approach 
a company uses should account for most of the factors that 
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FASB may need to address the lack of comparability by requiring 
companies to use a Specific option pricing model. 


have an impact on the in- 
put being estimated. For 
example, in estimating the 
weighted-average-life of an 
option using the Black- 
Scholes-Merton model, 
CPAs should explicitly ac- 
count for any period over 
which the option cannot 
be exercised and for any 
predictable employee exer- 
cise patterns of which they 
are aware. 

mw The length of time 
over which a company 
computes share price re- 
turns can play a significant 
role in the expected volatil- 
ity input to the model. For 
example, companies can use 
daily, weekly or monthly 
prices in calculating re- 
turns. In most cases the 
shorter the time period the 
returns are measured over, 
the higher the resulting 
volatility estimate. When 
estimating the value of an 
option with an extended 
time to maturity, CPAs 
should recommend a 
longer measurement period 
(monthly) to produce more 
consistent results. 


UNRESOLVED ISSUES 





Black-Scholes-Merton at a Glance 


Black-Scholes-Merton is a closed-form model CPAs can use to value options on assets 
whose volatility is constant over time and which have a constant dividend yield and 
risk-free rate. It requires these inputs for valuation: (Example numbers provided are for 
illustration purposes only) 

m Current stock price (S), as an example $50. 

m Exercise price (X), for example $40. 

= Expected time to maturity (T), for example 4 years. 

mw Risk-free rate (r,), for example 3.5%. 

m Dividend yield (d,), for example 1.5%. 

m Expected volatility of the stock price (o), for example 35%. 

mw N() the cumulative normal density function which assigns the probability of a 
given number falling at or below a given value. 

m ¢ is the base of a natural logarithm defined as 2.7182818. 
Using this formula the Black-Scholes value of a call option can be written as 


“ree 
C= Se4"N(d1)— Xe“ F N(d2) and d1= —-—_1 > and d2= 41-0 (TF 
ovT 


Substituting the numbers from the example: 


in {$50 ) 4 (0.035—0.015+0.35") 4 
a $40 9 


0.354 
N(.7831) = 0.7832, N(0.0831) =0.5331 


= 0.7831 and d2=0.7831— 0.354 =0.0831 


C=$50e°"? 0.7832 — $402 0 * "40 5331 = $18.34 


Thus the option in this example has a value of $18.34. 


The new standard does not answer all of the 
questions about share-based compensation. State- 
ment no. 123(R) still permits companies to 
choose which option pricing model they use. 
Different ones produce different levels of com- 
pensation expense. FASB may need to address this 
lack of comparability by requiring companies to 
use a specific model. Another concern is that 
within each model companies can use various es- 
timates based on expectations. As each estimate 
changes, the compensation expense can vary 
greatly. FASB will continue to gather feedback 
from the accounting profession, Congress and the 
public, making it unlikely the controversy over 
accounting for share-based compensation will go 
away anytime soon. a 
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a. Statement nos. 123 and 123(R) include some new termi- 
_ nology CPAs should know as they begin to implement the ; 


requirements of accounting for share-based compensation. 
M@ Many of the models companies use to value share-based 


compensation arrangements are complex and require ~ 


CPAs to input forward-looking information. While his- 
toric information can be a good starting point, without 
appropriate adjustment it may not be a reasonable indica- 
tor of the future. _ 

@ When companies are estimating the value of an option 
with an extended time to maturity, CPAs should recom- 


_mend they use a longer measurement period to produce 


more consistent valuation results. 








Google is looking to hire the smartest 
CPAs in the business. If you graduated 
at the top of your class, have a gold- 
plated resume, and savor a challenge 
— but wish you worked in a more 
creative environment — Google might 
be the place for you. 

We offer.a workplace that encourages 
the use of both sides of your brain, 
a benefits package that’s the talk 
of the high tech industry, and ample 
opportunities for personal growth. 


You can read them like a novel. 


We're looking for top-notch CPAs 
with solid experience in a number of 
areas, including auditing, assessing 
internal controls, improving processes, 
using ERP systems, researching 
accounting issues, writing policies 
and preparing financial statements. 
Public accounting experience is a 
definite plus. 

Interested? Please send a Word, 
text (ACSII) or HTML version of your 
resume, together with contact infor- 
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mation for people who'll say the 
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BUSINESS REPORTING TECHNOLOGY 


XBRL can save time and money and 
facilitate information analysis. 


XBRL: 
A Multitalented Tool 
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PAs have a rare opportunity to help the business world take a giant leap 
forward. The extensible business reporting language (XBRL) can vastly 


improve the timeliness, accuracy and flexibility of data in financial statements 
and other business reports. Many experts think it will boost today’s commerce 


just as double-entry bookkeeping led 
to clearer financial statements that at- 
tracted investors and stimulated the 
Industrial Revolution. To help their 
clients and employers reap the bene- 
fits, CPAs need to understand how 
XBRL can upgrade a variety of busi- 
ness functions, including the repre- 
sentative sample this article briefly describes. 


HERE’S HOW 
Put XBRL to work in 

@ Fair value accounting. Tagging assumption disclosures 
in XBRL formats would make management’s choices more 
transparent to users and easier to compare with those of 


XBRL: A Stricture for Business Data 


This article continues the JofA’s coverage of how 
XBRL can help CPAs, their clients and employers, 
regulators, investors and other end users issue, ob- 
tain, analyze or translate into other formats—on any 
computer system—complete and accurate business 
information. 
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other companies—and take away 
some observers’ worries about the 
reliability of corporate managers’ fair 
value determinations. 

@ Financial statement preparation. 
XBRL makes it easier to create and 
document financial information and 
reduce manual intervention. It can 
help CPAs integrate disparate systems and apply and moni- 
tor internal controls, reducing the burdensome costs related 
to the Sarbanes-Oxley Act of 2002. 

m Mergers and acquisitions. Using XBRL as a universal 
standard will allow companies to integrate and improve in- 
formation sharing with regulators, investors and other ex- 
ternal entities—and dig out of the morass of useless data 
that often accompanies corporate consolidations—without 
moving to uniform hardware or operating systems. 

= Compliance. New SEC rule amendments enable pub- 
lic companies to voluntarily submit XBRL-tagged infor- 
mation as exhibits to some required filings. Participating 
companies still must submit these filings in traditional elec- 
tronic format, but the voluntary program will show how 
XBRL can help improve report quality and usefulness to 
investors and other end users. 

@ Standard setting. XBRL complements the objective 
of a single set of high-quality, understandable and enforce- 





able global accounting standards and makes it eas- 
ier to accurately compare financial statements 
across borders. XBRL also could be a defining 
factor in the principles vs. rules debate, as seeing 
all the information in the same format simplifies 
validation of management’s judgments and adjusts 
company-issued information to suit individual 
analytical purposes. 

g Investment and credit analysis. XBRL re- 
duces research costs and makes it easier to create 
financial models and compare companies’ per- 
formance and solvency. While virtually all com- 
pany information is publicly available, few but 
professional analysts can locate and understand 
much of it. Tagging data in XBRL improves 
transparency without additional disclosures and 
makes more information available to everyone. 
Making information more accessible also bene- 
fits the capital markets, which depend on timely 
and reliable business data to allocate investments, 
and helps public companies meet accelerated fil- 
ing deadlines. 


BOTTOM LINE 

XBRL benefits all members of the business infor- 
mation supply chain. It’s time for companies, 
government agencies and firms to fundamentally 
improve business reporting by adopting XBRL. @ 


COLLEEN SAYTHER CUNNINGHAM, CPA, is 
president and CEO of Financial Executives Interna- 
tional. Her e-mail address is ccunningham@fei.org. 
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The group’s Web site (www.xbrl.org) provides 


m An overview of XBRL’ functions and capabilities (www.xbri. 


org/whatisxbri). 


@ Questions frequently asked about XBRL (www.xbrl.org/faq. 


aspx). 


@ A technical information center (www.xbrl.org/technical 


information). 


@ Details on how to create an XBRL-compliant financial 


statement (www.xbrl.org/specifications) . 


@ Description of XBRL-enabled applications (www.xbrl.org/ 


tools). 


@ Descriptions of the benefits as well as the issues involved in 
adopting XBRL, with sections focusing on special interest 


groups (www.xbrl.org/xbriandbusiness). 


| AICPA Resources 


m The AICPA Web site provides extensive XBRL-related 
information and resources at www.aicpa.org/innovation/baas/ 


xbrl/homepage.asp. 


a XBRL Essentials (# 093017JA), containing a tutorial and 
practical information, such as tips on using XBRL to meet 
business needs, is available at www.cpa2biz.com or from the 


AICPA at 888-777-7077. 


= “XBRL—Real Solutions, Real Time,” a free Web-based video 


(www.aicpa.org/video/xbri). 
JofA articles on XBRL: 


m “XBRL Revisited” (Feb.05, page 64 or www.aicpa.org/pubs/ 


jofa/feb2005 /hannon.htm) 


@ “Tap Into XBRLs Power the Easy Way” (May04, page 32 or 


www.aicpa.org/pubs/jofa/may2004/naumann.htm) 


m “A Napster for Financial Data?” (Jan.03, page 66 or www. 


aicpa.org/pubs/jofa/jan2003/spec_zar.htm 


m ‘Finally, Business Talks the Same Language” (Aug.00, page 24 


or www.aicpa.org/pubs/jofa/aug2000/zarowin.htm). 


is a subset (www.w3.org/xml). 


m The 11th XBRL International Conference will be held in 
Boston, April 25-29, 2005 (www.xbrl.org/upcomingevents). 


April 2005 
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m The World Wide Web Consortium’s site provides information 
about the extensible markup language (XML), of which XBRL 
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CPAs often overlook the deductibility of investment theft losses. 


Maximize Tax Benefits 
Under IRC Section 165 


Biv Beach hae Saeey Gs Esk 


nvestment theft losses that result from nonbusiness, for-profit transac- 
tions may qualify for advantageous tax treatment. When a client is the 


victim of fraud or embezzlement, for example, CPAs can reduce the client’s 
ordinary income, recoup any scoeria! oe taxes and minimize future tax 


obligations by using IRC section 
165(c)(2). 

Be aware that CPAs who prepare 
and defend an investment loss deduc- 
tion under IRC section 165(c)(2) must 
meet numerous technical requirements 
and make certain determinations based 
on examining the circumstances. Sec- 
tion 165(c)(2) deductions also fre- 
quently prompt IRS oversight, and 
in many instances, the standard tax 
preparation software does not ade- 
quately address this deduction, since 
it’s generally geared to the more fa- 
miliar section 1211 capital loss treat- 
ment. But while section 1211 is an 
appropriate treatment, using it may 
result in clients’ paying more. taxes 
than are required. 

If a client suffers an investment loss 
as a result of a fraudulent investment or 
unethical sales practice, probably the 
most prudent action a CPA can take, 
even though there is no requirement 
to do so, is to suggest the client first 
discuss it with his or her lawyer. Tax- 
payers are required to take reasonable 
action to recover a loss and not doing 
so disqualifies it for section 165(c) (2) 
treatment. If the lawyer feels there was 


oo 
instructions 


on page-423). 
Use the IRS. ) 
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malfeasance and it is not practical to 
pursue recovery due to a lack of re- 
coverable assets, the cost of litigation 
or other reasons, the loss probably is 
deductible in the current period. Loss- 
es from embezzlement, blackmail, kid- 
napping for ransom, burglary, larceny, 
extortion and threats also may qualify 
for section 165 treatment. 


THEFT LOSS VS. CAPITAL LOSS 
Section 165(c)(2) theft loss deductions 
can be more advantageous than capital 
loss ones for the following reasons: 

@ As ordinary deductions, they’re not 
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subject to limitations imposed by IRC 
section 1211. 

m They’re not miscellaneous itemized 
deductions subject to the 2% floor im- 
posed under section 67(a). 

m They're excluded from the phaseout 
of itemized deductions required by 
section 68(b). 

m Theft losses that exceed a taxpayer’s 
gross income give rise to net operating 
losses that can be carried back three 
years or forward for 20 years. 

m They can be used to reduce a tax- 
payer's tax liability to zero without re- 
sulting in any liability for alternative 
minimum tax (AMT). 


DETERMINE THEFT LOSS 

In Edwards v. Bromberg, 232 F2d 107 
(5th Cir. 1956), the court defined theft 
as a word of general and broad conno- 
tation, covering any criminal appro- 
priation of another’s property by 
swindling, false pretenses or any other 
form of guile. The court also stated 
that whether a loss from theft occurred 
depended on the law of the jurisdic- 
tion where it was sustained and the ex- 
act nature of the crime. Ifa transaction 
did not amount to theft in the state 




































PPC’s e-Practice Aids” 


Providing You With Options for Maximum Efficiency! 


Again, PPC delivers the solution you've been asking for! PPC e-Practice Aids™ 
are Microsoft® Word and Excel versions of all of the editable practice aids in 
the related PPC Guide. 


¢ Convenient Word and Excel format eliminates learning curve and cutting/pasting. 
Practice aids travel with you and are readily accessible. 

° Easily share key documents with clients to enhance efficiency and client service. 

* Value-added productivity features save completion and review time. 

° Use practice aids and features with or without paperless engagement software. 


PRES ePractice Aldss 5): 

¢ HUD Audits (PHDE) 

¢ Auditor’s Reports (PARE) 

¢ Homeowner's Associations (PHAE) 

¢ Compilation and Review Engagements (PCRE) 
e Audits of Small Businesses (PBSE) 

e Audits of Local Governments (PLGE) 

¢ Audits of Nonprofit Organizations (PNPE) 
Risk-Based Audits (PRBE) 


Audits of Employee Benefit Plans (PEBE) 


e Financial Institutions (PAFE) 


Construction Contractors (PCNE) 


Risk-Based Audits of Construction Contractors (PCCE) 


Single Audits (PSAE) 


And now—introducing... 


¢Nontraditional Engagements (PNEE) 
® Quality Control (PQct) 
° Risk-Based Audits of Nonprofit Organizations (PRNE) 


Owners of current editions of related PPC Guide titles may 
purchase PPC’s e-Practice Aids’ for the discounted price 
of $99 (single-user); $49 (each additional user); or $495 
(unlimited users per office location). Call our e-Tools team at 
888-823-3676 for more information! 







imesaving e-tools, only from PPC! 


74 


AICPA publications 


Your single source 
for benchmarking 
best financial 
reporting practices. 


58th Edition of Accounting 
Trends & Techniques 


Get the guidance you need to improve 
your accounting preparations and 
procedures with the 58th Edition of 
Accounting Trends & Techniques — 
your complete resource for best 
financial reporting practices! 


What expertise 
will you gain? 
> Examples of recent rulings 
> A&A pronouncement and 
standards index 


How will you 
save time? 
> Easy-to-use format with 
answers by example 
> Thorough Appendix 
> 600 current financial reports 
to use as benchmarks 


For the latest financial reporting methods 
defined by today’s economic, business and 
market conditions — get Accounting 
Trends & Techniques TODAY! 


Visit www.cpa2biz.com 

to order now! 

58th Edition of Accounting 
‘Trends & Techniques 
009896CNO4 ~~ 
AICPA Member: $119.00 — 


pa2biz.com 


888.777.7077 





JOURNAL of ACCOUNTANCY 


where the loss was sustained, then sec- 
tion 165(c)(2) is not applicable. 


RECOGNIZE FRAUD 

For section 165(c)(2) to be applicable, 
there must be scienter, that is, requisite 
knowledge of the wrongness or ille- 
gality of an act. In Ottmann v. Hanger 
Orthopedic Group, the Fourth Circuit 
Court of Appeals determined that scien- 
ter could be established by pleading not 
only intentional misconduct, but also 
severe recklessness. The court further 
found a plaintiff must meet the “strong 
inference” requirement of the Private 
Securities Litigation Reform Act of 
1995. Congress did not specify what 
would or would not show a strong in- 
ference of scienter, so a case-specific 
analysis is appropriate to determine it. 

In general, the taxpayer needs to 
have purchased the investment from 
the person, or an agent of the seller, or 
entity that made the misrepresentation 
or committed the malfeasance. 

In a standard open-market transac- 
tion where a loss results from an illegal 
act by management, the seller must 
have been aware of the fraudulent na- 
ture of the investment for there to be 
criminal intent. The transaction may 
qualify for this treatment if a broker 
makes reckless statements or circulates 
half-truths, false opinions or predic- 
tions. Ifa broker recommends the 
purchase, sale or exchange of any se- 
curity, he or she generally is required 
to have reasonable grounds for believ- 
ing that recommendation is appropri- 
ate for that client. 

If money was invested for a speci- 
fied use but used for another or unau- 
thorized use, that loss also may qualify 
for section 165(c)(2) tax treatment. 


TAX BASIS OF INVESTMENT 
The theft loss deduction is limited to 
the tax basis of the investment. This 
generally is the amount of investment 
in a property minus previous write- 
offs, depreciation, amortization or de- 
pletion, plus any commissions or 
transaction costs. In certain cases it is 
the loss in value of the account that 
qualifies for the section 165 deduction. 
According to several authorities, a 
taxpayer does not have any tax basis in 
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qualified retirement plan assets such as 
IRAs or 401 (k)s because the Employee 
Retirement Income Security Act of 
1974 established a taxpayer has zero 
basis in a traditional IRA because no 
taxes were paid on either the contri- 
butions or earnings. 


YEAR OF DISCOVERY 

A theft loss is deductible in the year it 
is discovered by the taxpayer. This may 
result in an extension of the statute of 
limitations for a taxpayer who discov- 
ers a loss several years after the actual 
theft. This exception prevents the 
statute of limitations from voiding the 
taxpayer’s ability to take this deduction. 
Section 165(a) requires that a loss must 
be evidenced by closed and completed 
transactions, fixed by identifiable events 
and, with certain exceptions, actually 
sustained during the taxable year. 

If, in the year of discovery, there 
exists a claim for reimbursement with 
a reasonable prospect of recovery, that 
portion of the loss is not deductible 
under section 165(c)(2). The regula- 
tions further provide that “whether a 
reasonable prospect of recovery exists 
with respect to a claim for reimburse- 
ment of a loss is a question of fact to 
be determined upon an examination 
of all facts and circumstances.” There- 
fore, the taxpayer must wait for the 
year in which it can be ascertained 
with reasonable certainty whether 
such reimbursement will be received. 

If the client claimed a loss under 
section 165(c)(2) and the reimburse- 
ment exceeded what was estimated, 
the portion of the reimbursement that 
was previously deducted using section 
165 treatment would be treated as or- 
dinary income for tax purposes. 

There often are significant benefits 
to using section 165(c)(2) vs. section 
1211 treatment for investment theft 
losses related to nonbusiness, for-profit 
transactions. Although it can be bur- 
densome, section 165(c)(2) treatment 
is worth consideration. 


BART H. SIEGEL, CPA/PFS, is an inde- 
pendent investment and tax consultant re- 
tained by JK Harris 165 Services LLC, 
which specializes in substantiating invest- 
ment theft losses. His e-mail address is 
bsiegel@tampabay.rr.com. 

































PPC's Tax Planning Guides— 


Tax planning is a value-added service that 
can save your clients thousands of dollars! 
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TAX CASES 


Buy-Sell Agreements 


here are numerous legitimate busi- 

ness reasons to establish a buy-sell 
agreement for a closely-held family 
business. Many of these agreements set 
the value for estate tax purposes when 
one of the shareholders dies. If the 
IRS rejects the price set to represent 
the value of the stock, a significant es- 
tate tax liability may result. Recently, 
the Tenth Circuit Court of Appeals 
examined the validity of a buy-sell 
agreement and rejected its price as the 
stock’s value, siding with the Tax 
Court and the IRS. 

H.A. True Jr. created numerous oil 
and gas and related companies, all of 
them family-owned. Each company 
had a mandatory buy-sell agreement 
that obligated shareholders to sell the 
stock back to the other shareholders 


We the People 


Individual income taxes account 
for more than half of total 
federal tax collections. In 2001, 
for example, individuals paid 
$1.2 trillion of the $2.1 trillion 
the government received. 


CHART: KELLEY GRAPHICS 
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when they left the corporation’s em- 
ployment or wanted to dispose of the 
shares. The price was.set at the book 
value of the shares. When True died 
on June 4, 1994, his stock was sold to 
the other shareholders (family mem- 
bers) at the stated book value. The 
IRS revalued the stock for estate tax 
purposes. The estate objected and filed 
with the Tax Court. The court sided 
with the IRS, and the estate appealed. 

Result. For the IRS. In reaching its 
decision the Tenth Circuit reviewed 
the four requirements for a valid buy- 
sell agreement: 

mw The price must be determined by 
the agreement. 

g The terms of the agreement must 
be binding throughout life and death. 

mw The agreement must be legally 
binding and enforceable. 

m The agreement must be entered 
into for bona fide business reasons—not 
as a testamentary substitute designed 
to pass assets to beneficiaries at less 
than full and adequate consideration. 

The agreement met the first three 
requirements. The question was 
whether it met the fourth. 

In evaluating the fourth require- 
ment, it is important to note that it 
contains two separate tests. First, the 
buy-sell agreement has to have been 
entered into for a legitimate business 
purpose. Second, the agreement can- 
not be a testamentary device. The es- 
tate convinced the Tax Court there was 
a legitimate business purpose for the 
agreement, but it did not overcome the 
presumption of a testamentary device. 

Prior cases evaluating testamentary 
devices have considered the following 
factors: the health or age of decedent 
on entering into the agreement; the 
lack of regular enforcement of the 
agreement; the exclusion of significant 
assets from the agreement; the arbi- 
trary manner in which the price was 
set; the lack of negotiations among the 
parties; whether the agreement al- 
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Tax Pumps Up Gas Prices 


Federal and state taxes account 
for 22.5% of what Americans 
pay for gasoline at the pump. In 
July 2004 the average tax was 
43.7 cents a gallon. 
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lowed adjustments or revaluation; 
whether all parties were bound by the 
agreement; and other evidence of a 
testamentary plan. Using these factors 
the court found too many indications 
of a testamentary device. 

The court found the price was set 
arbitrarily and was not based on an ap- 
praisal or in consultation with profes- 
sionals. There was no revaluation or 
adjustment to the price in the buy-sell 
agreement. No negotiations took 
place. True had arbitrarily set the price 
and the terms. The use of book value 
left out significant assets—in this case, 
the oil reserves. Finally, there was evi- 
dence of a testamentary plan as a result 
of the deletion of the daughter from 
his will when she sold her stock. 

Losing on the testamentary device 
issue does not automatically mean the 
value set was incorrect. It means only 
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that the agreement will not be auto- 
matically honored. The taxpayer still 
can prove the agreement provided for 
full and adequate consideration if the 
agreed price equals the stock’s fair mar- 
ket value. The estate argued that under 
Broderick v. Gore (224 F2d 892 (CA- 
10)), and in several other cases, a buy- 
sell agreement that was mandatory for 
all parties was, by definition, fair mar- 
ket value. However, the appellate court 
said the cases cited by the estate were 
based on old law before the issuance of 
new regulations. Consequently, the 
cases were no longer an enforceable 
precedent. Examining the buy-sell 
agreement based on the evidence of 
actual value, the court concluded the 
price was not the value of the stock. 

This case provides an excellent re- 
view of the qualification to use a buy- 
sell agreement to set values for gift and 
estate tax purposes. It would be rele- 
vant to other businesses that have de- 
veloped intangibles through R&D 
since these would not be recorded on 
the books. The court, by rejecting 
precedent, made it more important 
that these agreements meet all the re- 
quirements and not just the one in- 
volving enforceability. 

m Estate of H.A. True, Jr. v. Commis- 
sioner, 2004 US LEXIS 24844 (CA-10). 


Prepared by Edward J. Schnee, CPA, 
PhD, Hugh Culverhouse Professor of Ac- 
counting and director, MTA program, Cul- 
verhouse School of Accountancy, University 
of Alabama, Tuscaloosa. 


Does Bankruptcy Terminate 
S Corp Status? 


business that elects to be an S corpo- 

ration continues to be taxed as such 
until the election is terminated. It can be 
terminated in any of three ways: (1) The 
shareholders revoke the election, (2) the 
corporation no longer satisfies the eli- 
gibility requirements or (3) the corpo- 
ration has too much passive income 
during the three previous tax years. 

Alphonse Mourad was the sole 
shareholder of V&M Management, an 
S corporation that owned and operat- 
ed a 275-unit apartment complex. In 
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Is There a Doctor in 
The Big House? 


In the first half of 2003, 76.5% 
of medical professionals 
convicted of tax fraud were 
sentenced to prison and/or 
house arrest. 


1996 V&M petitioned for reorganiza- 
tion under chapter 11 of the Bank- 
ruptcy Code. To administer the 
reorganization, the bankruptcy court 
appointed an independent trustee 
who, in 1997, sold the apartment 
complex. The sale resulted in a gain 
of $2.1 million, which was reported 
on V&M’s 1997 form 1120S and 
Mourad’s 1997 schedule K-1. Mourad 
did not file a tax return for 1997, the 
IRS issued him a notice of deficiency 
for that year and he, in turn, peti- 
tioned the Tax Court for relief. 
Mourad argued the gain should have 
been reported by V&M, not by him, 
since V&M'’° filing for bankruptcy had 
terminated its status as an S corporation. 
The Tax Court disagreed (see Mourad v. 
Commissioner, 121 TC no. 1). The Tax 
Court held that a bankruptcy proceed- 
ing conducted under chapter 11 did not 
end S corporation status. Its finding was 
similar to that in an earlier case, In re 
Stadler Associates, Inc, 186 Bankr. 762, in 
which a bankruptcy court decided a pe- 
tition under chapter 7 of the bankruptcy 
laws had not terminated S corporation 
status. In Stadler the court said that, if 
it permitted a bankruptcy to end § 
corporation status, it would be adding 
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a fourth way of S corporation termi- 
nation not specified in the tax code. 

Mourad also argued it was unfair to 
tax him on the income of the property 
during the bankruptcy proceeding 
since he had received no benefit from it 
during that time. The court disagreed 
with this as well, saying Mourad had 
single taxation before the bankruptcy 
and also had benefited later, since the 
proceeds from the sale of the property 
reduced the liabilities of V&M for 
which he was personally responsible. 
Mourad appealed the decision to the 
First Circuit Court of Appeals. 

Result. For the IRS. The taxpayer 
reiterated that V&M’s S corporation 
status ended when it entered bankrupt- 
cy proceedings but now used the argu- 
ment that V&M no longer met the 
eligibility requirements under the Inter- 
nal Revenue Code. He said when the 
trustee took control of V&M the cor- 
porate creditors were, in essence, the 
new owners. Since these new owners 
were not individuals, V&M no longer 
was an eligible corporation and its S 
corporation status was terminated. He 
also argued that another class of stock 
had been created because the “new 
owners” had rights and preferences 
different from his; therefore V&M was 
no longer an eligible corporation. 

The appellate court rejected these 
arguments, saying the trustee was more 
like the management of V&M and that 
neither the trustee nor the creditors 
took the place of the taxpayer as the 
sole shareholder. It said the law states 
any income in a bankruptcy case 
should be “taxed only as though such 
case had not been commenced.” The 
court agreed with the Tax Court that 
none of the three ways the tax code 
laid out for terminating an S corpora- 
tion applied in this case. The court also 
could find no shareholders with differ- 
ent rights from the taxpayer’s. This case 
emphasizes that a bankruptcy proceed- 
ing under Chapter 11 does not affect 
the S corporation status of an entity. 

m Alphonse Mourad v. Commissioner, 
387 F3d 27. 


Prepared by Charles J. Reichert, CPA, 
professor of accounting, University of Wis- 
consin, Superior. . S 





Failure to execute a disclaimer can be a costly mistake. 


From The Tax Adviser: 


The Importance of 
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dum) 200437032, the IRS ruled that a bequest to a member of a religious 
order who had taken a vow of poverty did not qualify for the estate tax chari- 


table deduction under IRC section 2055. 
CPAs should take note of this ruling—it 
illustrates how the failure to execute a dis- 
claimer can be an expensive mistake. 
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FACTS 

The decedent’s sister, a member of a Ro- 
man Catholic religious order, had taken a 
perpetual vow of poverty that effectively 
turned over all of the assets she might there- 
after own to the order. 

The decedent’s will left his entire estate 
to his sister. Had she predeceased him, the 
order would have received the bequest. In- 
stead, more than nine months after the decedent’s death, 
his sister transferred all of the assets to the order but did not 
execute a disclaimer. Had she done so, the assets would 


| have passed directly to the order—as if the sister had never 


been bequeathed them—and qualified for an estate tax 
charitable deduction. 


ARGUMENTS 

The estate raised a number of arguments, as follows—all of 
which the IRS rejected: 

m The vow of poverty qualified as a disclaimer under IRC 
section 2518(a). The IRS said that, because the vow was 
not made in accordance with state law, it did not qualify as 
a disclaimer. 

m The vow and subsequent transfer of assets to the order 
constituted a valid disclaimer under section 2518(c) (3), 
which requires a written transfer and passing of the assets to 
the party that would have received them had a valid dis- 
claimer been executed. The service again disagreed, citing 
case law, legislative history and its own rulings. 

The vow terminated the sister’s interest in the legacy, un- 





a Valid Disclaimer 






hile estate planning normally occurs during life, it also can occur af- 
ter a taxpayer's death. In letter ruling (technical advice memoran- 


der section 2055(a)’s “flush” language (that 
is, complete termination of a power to con- 
sume property before such power has been 
exercised shall be deemed a disclaimer). 
The IRS merely stated that the flush lan- 
guage did not apply in this case. 

Thus, the estate was denied a charitable 
deduction for the assets passing to the order. 


A BETTER RESULT 

To ensure the transfer to the order would 
qualify for an estate tax deduction, the will 
should have provided a direct legacy. For 
example, if the decedent had wanted to 
provide for his sister if she left the order, the will could have 
stated: “In the event that my sister is no longer subject to a 
vow of poverty at my death, I give her my residuary estate. 
But if she is subject to such a vow, then I give my residuary 
estate to the order.” 


CONCLUSION 
Clearly, the sister should have been advised to execute a dis- 
claimer. Because she did not, the order had to bear the en- 
tire estate tax on the bequest. 
For more information, see the Tax Clinic, edited by Jer- 
ry Lerman, in the April 2005 issue of The Tax Adviser. 
—Lesli S. Laffie, editor 
The Tax Adviser 





- Notice to readers: Members of the AICPA tax section 
_ may subscribe to The Tax Adviser at a reduced price. Con- 
~ tact Judy Smith at 202-434-9270 for a subscription to the 
magazine or to become a member of the tax section. 
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of files. 


COUNT THE EMPTY CELLS IN EXCEL 


Q. I’m puzzled. I use the COUNT function to 
determine how many cells in a worksheet con- 
tain numbers and the COUNTA function to tal- 
ly the empty cells. But when I compare the two 
results to double-check my answer, it never 
comes out right. It’s like there are phantom cells. 
Is this an Excel bug? 


A. Pm afraid you've missed some subtleties of 
Excel’s COUNT function. You’re obviously un- 
aware that Excel is counting cells with zero val- 
ues as empty. You can change the program’s 
default, though, so it doesn’t do that. Here’s 
how: Go to Tools, Options, View and uncheck 
Zero values on the bottom of the Options 
screen (see screenshot at right). 


ADD, REMOVE OR MODIFY A WORD IN 
SPELL CHECK 


Q. Window’s spell check is one of my favorite 
features—except for one thing: Every now and 
then I OK a word (usually a name) and later 
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Technology Q&A 


Count the empty cells in Excel...Add, remove or modify a word in spell 
check...Calculate future and past dates...Speed up Internet surfing...Update e-mail 
contacts...Get Windows XP to shut down faster...Print the path and file name in 
Excel...Let Google search while you sleep...Print booklets in a Snap...Shortcuts 





learn I misspelled it. But once it’s in the dictionary, I can’t 
figure out how to change it. Any suggestions? 


A. You can edit the dictionary. It used to be a real chore 
in pre-XP versions of Windows Office, but now it’s a 
breeze. Note, however, that the spell-check dictionary is 


a Sans serif type shows commands and instructions used by all Windows applications—Word, Excel, Access, 
__users should ie Ganto the computer and the names _ PowerPoint and OneNote—but you can edit only in 


Word. So to change a spelling in its memory, no matter 
what Office application you're working in, you must first 
open Word. Then go to Tools, Options, Spelling & 
Grammar and click on Custom Dictionaries (see 

screenshot on page 82). Unless you added a special 


| dictionary, you probably only have one, called CUS- 
Zero values 
TOM.DIC (default). (continued on page 82) 


International [ | Error Checking | Spelling | Security 


ni nem marries ronan Serene reorient niuhionemommuinin lore i micas ntit reine 


ation | Edit | General | Transition | Custom tists | 
[J Startup Task\pane Formula bar Status bar Windows in Taskbar 

| Comments ee = 

| © None @) Comment indicator only © Comment & indicator 

Objects : ‘ : j 

| @ Show all © Show placeholders © Hide all 


Window options — Se 
[_] Page breaks Row & column headers Horizontal scroll bar 
[[] Formutas Qutline symbols Vertical scroll bar 
[¥] Gridtines Zero values Sheet tabs 


Gridlines color: 


April 2005 JOURNAL of ACCOUNTANCY 81 





82 





To add, remove or modify a word, click on Modify, 
which brings up the CUSTOM.DIC screen below. Don’t 
click on New or Add; those buttons are for adding a 
dictionary, not a word. You can find many specialty dic- 
tionaries on subjects from accounting to zoology by 
searching the Internet. 





To fix a spelling, first delete the incorrect version by 
scrolling to the word you want to change and deleting it. 
Then type the correct version in the space under the 
Word heading and click on Add and OK. 


CALCULATE FUTURE AND PAST DATES 


Q. One of my monthly tasks is to calculate contract expi- 
ration dates. If | know a contract will expire in nine 
months from a given date, for example, can Excel figure 
out the actual expiration date? 


A. The EDATE function, when linked with the NOW 
function, can do that. If you want to know a date nine 
months from today, use the formula: =EDATE(NOW(),9). 

If you want the date nine months ago, use a negative 
number in the formula, such as: =EDATE(NOW(),-9). 
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Caveat: If your answer is a five-digit number instead of 
a date, it means you failed to format the cell correctly. To 
prepare a cell to exhibit its answer as a date, right-click on 
the cell to bring up the format screen (see screenshot be- 
low) and select the date format you want. The result will 
be the screenshot on the right. 


- & =EDATE(NOW(,9) 
| a 


Paste Special... 
+ Insert... 
_ Delete... 
Clear Contents 
d) Insert Comment 
Eormat Cells... 
Pick From Drop-down List... 
Add Watch 
Create List... 
Hyperlink... 


In the unlikely event EDATE fails to work, you proba- 
bly haven’t enabled Analysis ToolPak, which is usually in 
Excel but by default isn’t enabled. To turn it on, click on 
Tools, Add-Ins. One of the options will be Analysis 
ToolPak. Click on it and then on OK. 

If Analysis ToolPak is not among the options, it 
probably wasn’t installed when Excel or Office was first 
loaded on your computer. In that case, you'll have to rein- 
stall Excel from the original disks. When you do, be sure 
to install the Excel add-ins when the option is presented. 


SPEED UP INTERNET SURFING 


Q. Because of my location I’m stuck with a dial-up In- 
ternet connection and, as you can imagine, it doesn’t surf 
the Net, it crawls. How can I boost the speed? 


A. one thing you can do is program your browser to 
omit graphics, which demand loads of downloading time. 
That will improve the speed, but, of course, you'll miss 
out on the pictures. To omit graphics, if your browser is 
Internet Explorer, click on Tools, Internet Options and 
the Advanced tab. In the Internet Options dialog box 
scroll in the Settings window to the Multimedia catego- 
ry and remove the check at Show Pictures. Then click 
on Apply and OK. 

Another alternative is to add an accelerator to your 
modem software. That subject was covered in this column 
in the April 2004 JofA, page 91 (www.aicpa.org/pubs /jofa/ 
apr2004/tech_qa.htm). 
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UPDATE E-MAIL CONTACTS 


Q. My customers and vendors seem to move around a 
lot, and I have a devil of a time keeping my Outlook con- 
tacts up to date. Any ideas? 


A. There’s a free program, Plaxo, you can automatically 
e-mail to everyone in your address book, inviting them to 
update all their contact information. Plaxo also will send 
you a toolbar that makes it easy to initiate such an invita- 
tion to all your current contacts (see screenshot). To find 
out more, go to www.plaxo.com. 


1e Plaxo 2.0 Toolbar 





axo Menu Update Contacts My Plaxo Sync Yahoo! Search 






Hic your address Launchthe Update Edit your contact Instantly sync Perforrn a Yahoo! 

lokandsetyour Contacts Wizardto info, view recent contactinfowo search by launching! 

axo preferences. send updates to Plaxo activity, & Plaxe Online. a browser directly 
friends & business change account from Outlook. 
contacts, Settings. 


GET WINDOWS XP TO SHUT DOWN FASTER 


Q. I understand why Windows XP takes ages to fire 
up—after all, it has to load so much start-up software. But 
why does it also take so long to close down? 


A, it’s because Windows has to turn off each application 
you have left open—saving critical data along the way. 
Then it runs a quick system check before it goes to sleep. 
But there is a way to speed up the process by a few sec- 
onds. In a blank area of your desktop, right-click and then 
select New, Shortcut and in the Create Shortcut screen 
type shutdown -s -t 0 (see screenshot below). Be sure 
there’s a space before each hyphen and the last character is 
a zero, not the letter O. Then click on Next and in the 
Type a Name for This Shortcut box, enter a title and 
click on Finish. 


Create Shortcut 


















Advisory: Be sure to save and close all applications be- 
fore initiating any shutdown to make the process faster. 


PRINT THE PATH AND FILE NAME IN EXCEL 


Q. Microsoft’s instructions may be intuitive to you, dear 
editor, but not to many others. You stated in your article 
“The Best of Technology Q&A” (Dec.04, page 83): 
“Here are the steps to create a header/footer.... The rest is 
intuitive—so just follow the screen instructions.” But 
when I tried to follow the screen instructions for adding 
the path and file name to an Excel workbook, I was con- 
fronted with a bunch of unidentified icons (see screenshot 
below). Please, which one adds the path and file name? 


A. My apologies. So you don’t have to play hide-and- 
seek, it’s the icon with the yellow folder that has the 
corner of a piece of paper peeking out (see screenshot 


below). 
Add Path and file icon 














peels 


LET GOOGLE SEARCH WHILE YOU SLEEP 


Q. To keep current, I regularly do Internet searches on 
my company’s products, customers and competitors, but 
that takes a lot of time. Is there some way to program the 
computer to do such searches on a regular basis? 


A. Google, the Internet search engine, recently introduced 
a beta product called Google Alerts (see screenshot below). 
(continued on page 84) 







FAQ | Sign in 


Google Google Alerts (BETA) 
Alerts &./ 











pee a Googie Alert 
Weicome to Google Alerts 

Enter the topic you wish to monitor. 

Google Alerts are email updates of the latest relevant | 

Google results (web, news, etc.) based on your choice | 
of query or topic. | 


Search terms: \ 
Type: : 
How often: aes a 





Some handy uses of Google Alerts include: 











¢ monitoring a developing news story Your email: 


i 

t i recerereomennichotnoneeaaes 
® keeping current on a competitor or industry | 

t 


¢ getting the latest on a celebrity or event 
¢ keeping tabs on your favorite sports teams 


Create Alert 


pose will not sell oe share your email sddress. 


Create an alert with the form on the right. ST 





You can also sign in to manage your alerts 
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It’s a free service that automatically does what you’re now 
doing manually. 

Just provide Alerts with the key words for your queries 
and tell it how often you want to be alerted (once a week, 
once a day or as it happens) and whether you want to 
search the news, the Web or both. Alerts will send you an 
e-mail with every new thing it uncovers. To engage the 
service, go to www.googlealert.com. 

When I first discovered it, I signed up and entered my 
last name to test it. Within days it alerted me that a long- 
lost cousin had just won an award as a sports coach and 
confirmed that I write for the Journal of Accountancy. 


PRINT BOOKLETS IN A SNAP 


Q. My firm decided to publish a brochure describing our 
accounting and consulting specialties for new and 
prospective clients. To save money I volunteered to pre- 
pare it in Word. But when I tried to format it, I realized I 
might have spoken too soon. Do you have any advice? 


A. ir you had asked me that question before Word 2002 
was introduced, I would have suggested you seek out a 
professional printer. But now Word has features that make 
it simple. 

In the File menu click on Page Setup and the Mar- 
gins tab. Go to the Multiple pages drop-down list and 
click on Book fold (see screenshot). 

You’ll have to adjust the margins to fit your needs. 


HBgS aes 
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Gutter: 








| =a 


Gutter position: a 






| Orientation 





[een | see 
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| Pages se 

Multiple pages: 
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When finished, click on OK and the document automati- 
cally will be formatted. 

When you're ready to print, click on File, Print and 
opt to print two-sided. If you don’t have a duplex printer, 
enter a check next to Manual duplex 
and feed each page through the print- 
er twice (see screenshot). 





Manual, duplex — 































Print 

blogs oe ae ee ee 
Name: | GB Brother Hi-1440 series Biase 2 
Status: Idle 
Type: Brother HL-1440 series 
Where: LPTi: 
Comment: 

Page range a bas S peeps noraleareuees tans Copies jnaspettienoeaghhw dn SO ete en 
@al S Number of copies: 
OGurentpage — Selectiin i ay 

| OC Pages: ae 
; oa 


| Enter page numbers andyor page ranges se 
i by commas. For eee’ ae : 





SHORTCUTS 

m Windows Explorer: Quick way to access files without 
quitting your browser: Type C:\ in the browser address bar 
and press Enter. 

m Word: A quick way to remove all formatting: Ctrl+ 
Shift+Z (resets to Normal default). 

@ Word: To left-align a paragraph: Ctrl+L,; to align right: 
Ctrl+R; to center: Ctrl+E; to justify: Ctrl+J. a 

















STANLEY ZAROWIN, a former JofA senior editor, is now a 
contributing editor to the magazine. His e-mail address is 
zarowin@mindspring.com. 
















Dae you a Peed Heeons ie this ‘fae a af. : 
“ter reading an answer, do you have a better solution? Send 
_ them to contributing editor Stanley Zarowin via e-mail at 
_ zarowin@mindspring.com or regular mail at the Journal of i 
Accountancy, 201 Plaza Three, Harborside Financial Center, % 
Jersey City, NJ 07311-3881. ae) 
Because of the volume of mail, we regret: we cannot in- 
dividually answer submitted | questions. However, ifa read- 
er’s question has broad interest, we au answer it in a : 
Technology Q&A column. i 
On occasion you may find you cannot shies a 
function I describe in this column. More often than not it’s | 
because not all functions work in every operating system _ 
or application. I try to test everything in the 2000 and XP 
editions of Windows and Office. It’s virtually impossible to — 
test them in all editions and it’s equally difficult to find out 
which editions are incompatible with a function. I Apolo: 
gize for the inconvenience. 
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endorsed by the AICPA and issued by The Prudential Insurance Company of America 


: What do thousands of CPAs 
3 know that you don't? 





AS a financial professional, you understand the 
“value of protecting your family’s financial future. 
And as an AICPA member, you can take advantage 
of benefits designed specifically for CPAs and 
their families. One especially valuable benefit is 
the opportunity to participate in the Spouse Life 
Insurance Plan. 


You can apply for term life insurance coverage 
under the Spouse Life Plan even if you don’t 
currently participate in the CPA Life or Group 
Variable Universal Life Insurance Plans. In fact, 
you may be eligible for up to $2 million of Spouse 
Life coverage. And Spouse Life has the same 


American Institute of Certified Public Accountants Insurance Trust 


competitive rates and the same opportunity for 
cash refunds as the CPA Life Plan. Cash refunds 
can lower your already competitive cost even 
further. While never guaranteed, refunds have 
been paid to Plan participants every year since 
the Plan was introduced in 1987. 


Thousands of your fellow CPAs count on the 
AICPA Insurance Trust for their life insurance 
coverage. Now, you can extend that great coverage 
to your spouse, too. 


Watch your mail for details or apply 
online at www.cpai.com/spouse 





Spouse Life Insurance is issued by The Prudential Insurance Company of America, 751 Broad Street, Newark, NJ 07102. Contract Series 83500. 


You should refer to your Booklet-Certificate for more details, including limitations and exclusions. 
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June 6-7, 2005 





CPE Credits: 16 (main) and 4 (optional) 
Pre-Conference Workshops: Sunday, June 5 


June 9-10, 2005 


IW Marrio 
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1 es 
nde Lakes 
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ol 
Orlando, FL 


CPE Credits: 16 (main) and 4 (optional) 


Pre-Conference Workshop: Wednesday, June 8 


June 12-14, 2005 


Wyndham Buttes Resort 
Tempe, AZ 


Ae 


CPE Credits: 16 (main) and 3 (optional) 
Pre-Conference Workshop: Sunday, June 12 


Weeks 1-4 


University of Illinois 
Champaign, IL 

CPE Credits: 40 each week 
Highlights: 

e Week 1: June 13-17, 2005 


Trains you in tax research, individual 
income tax and property transactions 





Conference Highlights: 
e Integrating retirement assets in the estate plan 
e Plan design from the sponsor’s perspective 


e Investment considerations in retirement 
planning, including single stock concentration, 
real estate and asset allocation 


Conference Highlights: 


e FAS 123R update on new rules 

e Meeting the challenges of executive 
compensation in today’s environment 

e Examining executive pay in the context 
of total compensation 

¢ Case studies that provide insights 
into “real life” situations 


Conference Highlights: 

¢ How to build or enhance medical and 
legal practice consulting niches 

e Learn valuable strategic planning tips 
for your clients 

¢ Serve your medical and legal clients 
by enhancing both traditional and 
nontraditional services 


e Week 2: June 20-24, 2005 
A comprehensive review of C and S corporate 
taxation, passive losses, AMT and more 

¢ Week 3: July 11-15, 2005 
Focuses on estates, trusts and gifts and an 
in-depth look at partnerships, IRAs and more 

e Week 4: July 18-22, 2005 
Provides you with insights on complex corporate 
tax issues 


mo va ad "Ae a4 
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June 22-24, 2005 | Conference Highlights: 


e NEW this year — main conference begins on 
Grand Hyatt Washington Wednesday, June 22 at 6 pm with a welcome 


Washington, DC reception and keynote address by Diana Aviv, 


CPE Credits: 20 (main) and 9 (optional President, Independent Sector 


Pre-Conference Workshops: Wednesday, June 22 | ® 14 “Value-Add” Workshops of 150-minute 
duration that offer complementary training to 
the main program 


¢ 5 niche lunch discussion topics on each day for 
more opportunities to network and learn 


¢ Comprehensive coverage of tax exempt issues 


TECH 2005: The AICPA Information Technology Conference 
Celebrating 25 Years 








June 27-29, 2005 Conference Highlights: 
= Cc} le e See the latest agenda and community networking 
Bellagio developments at www.cpatechconf.com 





2 oO oO 5 Las Vegas, NV e Pre-Conference Optional Sessions include: 


CPE Credits: 22 (main) and up to 4 (optional) | Proper QuickBooks Setups, Extranets and 


Pre-Conference Workshops: Sunday, June 26 atials built with Microsoft SharePoint 
Services and Document Management 


e Rick Richardson and TECH 25 year 
retrospective and celebration 


e Keynote Presenter: Mark Minasi 
e Exclusive sessions for CITP members 





PV EL 
Conferences 


Accounting Firm Partner AICPA National Restaurants AICPA Small Business 
Compensation Forum Conference Practitioners’ Tax Forum 
June 23-24, 2005 July 11-12, 2005 July 18-19, 2005 

Bellagio The Venetian Hotel Marriott Baltimore Waterfront 
Las Vegas, NV Las Vegas, NV Baltimore, MD 


Pre-Conference Workshops: Pre-Conference Workshop: Pre-Conference Workshops: 
Wednesday, June 22 Sunday, July 10 Sunday, July 17 


For more information, go to 
www.northstarconferences.com 
or call 1-866-265-1975. 


To learn more, visit www.cpa2biz.com/conferences 
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Exposure Drafts Outstanding 


(This list was compiled as of March 1, 2005. For exposure drafts issued after that date, consult The CPA Letter. 
Note: The policy for updating the list of exposure drafts is that a document should remain on the list until a final document has 
been issued or the project has been dropped. However, no comments will be received after the comments deadline has expired. 
The list is not all-inclusive but is intended to present the exposure drafts of particular interest to professional accountants.) 
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Issue Comment 

Date Title or Description Deadline 

FASB 

6/23/04 Fair Value Measurements 9/7/04 

6/17/04 Accounting for Conditional Asset Retirement 8/1/04 
Obligations—an interpretation of FASB Statement 
No. 143 

12/15/03 Earnings per Share—an amendment of FASB 4/13/04 
Statement No. 128 

12/15/03 Accounting Changes and Error Corrections— 4/13/04 
a replacement of APB Opinion No. 20 and FASB 
Statement No. 3 

6/10/03 Qualifying Special-Purpose Entities and Isolation of = 7/31/03 
Transferred Assets—an amendment of FASB 
Statement No. 140 

10/27/00 Proposed Amendment to FASB Concepts Statement 3/31/01 
No. 6 to Revise the Definition of Liabilities, an 
Amendment of FASB Concepts Statement No. 6 

10/27/00 Accounting for Financial Instruments with 3/31/01 
Characteristics of Liabilities, Equity, or Both 

12/14/99 Reporting Financial Instruments and Certain 5/31/00 
Related Assets and Liabilities at Fair Value 
(preliminary views) 

2/23/99 Consolidated Financial Statements: Purpose and 5/24/99 
Policy 

AcSEC (AICPA) 

11/29/04 Proposed Statement of Position, Accounting by 1/7/05 
Insurance Enterprises for Deferred Acquisition 
Costs on Internal Replacements 

6/19/03 Proposed Statement of Position, Allowance for 9/19/03 
Credit Losses 

12/17/02 Proposed Statement of Position, Clarification of 3/31/03 
the Scope of the Audit and Accounting Guide 
Audits of Investment Companies and Accounting 
by Parent Companies and Equity Method Investors 
for Investment in Investment Companies 

ASB (AICPA) 

1/12/05 Proposed Statement on Auditing Standards: 5/15/05 
Audit Documentation 

3/18/03 Proposed Statement on Auditing Standards, 5/30/03 


Communication of Internal Control Related 
Matters Noted in an Audit 


New additions appear in bold type. (No new additions this month.) 
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Comment 
Deadline 


5/15/03 


Issue 
Date 


3/18/03 


Title or Description 


Proposed Statements on Auditing Standards and 
Statement on Standards for Attestation Engagements 
Related to Internal Control: Auditing an Entity’s 
Internal Control Over Financial Reporting in 
Conjunction With the Financial Statement Audit; 
Amendment to Statement on Auditing Standards 
No. 100, Interim Financial Information; and 
Reporting on an Entity’s Internal Control over 
Financial Reporting* 


4/1/03 Proposed Statement on Auditing Standards, 5/15/03 
Sarbanes-Oxley Omnibus Statement on Auditing 


Standards* 


12/2/02 Proposed Statements on Auditing Standards: 4/30/03 
Amendment to Statement on Auditing Standards 

No. 95, Generally Accepted Auditing Standards; 

Audit Evidence; Audit Risk and Materiality in 

Conducting an Audit; Planning and Supervision; 

Understanding the Entity and Its Environment and 

Assessing the Risks of Material Misstatement; 

Performing Audit Procedures in Response to 

Assessed Risks and Evaluating the Audit Evidence 

Obtained; and Amendment to Statement on 


Auditing Standards No. 39, Audit Sampling 


OTHER (AICPA) 
9/20/04 XBRL US Financial Reporting Taxonomy 
Framework 





11/19/04 





11/15/02 Proposed Tax Standards Interpretation 1-2, “Tax 
Planning,” of Statement on Standards for Tax 
Services No. 1, Tax Return Positions 


4/30/03 





11/1/01 AICPA/NASBA Uniform Accountancy Act and 


Uniform Accountancy Act Rules 
Se ae ee 


3/7/01 Statement on Standards for Continuing Professional 8/1/01 


Education Programs 
a gee en 


SEC 
4/15/04 


12/31/01 


Use of Form S-8 and Form 8-K by Shell Companies; 


Release No. 34-49566 
a NE Se ee 


3/11/04 First-Time Application of International Financial 4/19/04 
Reporting Standards; Release Nos.: 33-8397; 
34-49403; International Series Release No. 1274 
(See Correction 3/18/04; Release Nos. 33-8397A; 


34-49403A; International Series Release No. 1274A) 
SR aca 


6/26/02 Framework for Enhancing the Quality of Financial 9/3/02 
Information Through Improvement of Oversight 
of the Auditing Process; Release Nos. 33-8109: 
34-46120; 35-27543; LA-2039; IC-25624 


6/7/04 


“This exposure draft has been submitted to the Public Company Accounting 
Oversight Board for its consideration as auditing and attestation standards. 











Issue 






































Comment 
Date Title or Description Deadline 
5/10/02 Disclosure in Management's Discussion and Analysis 7/19/02 
about the Application of Critical Accounting 
Policies (Release Nos. 33-8098; 34-45907) 
4/12/02 Form 8-K Disclosure of Certain Management 6/24/02 
Transactions; Release No. 33-8090 
4/12/02 Form 8-K Disclosure of Certain Management 6/24/02 
Transactions; Release No. 34-45742 
2/18/00 SEC Concept Release: International Accounting 5/23/00 
Standards 
1/21/00 Supplementary Financial Information 4/17/00 
GASB 
12/10/04 Accounting for Termination Benefits 3/11/05 
6/23/04 Communication Methods 9/30/04 
IFAC 
11/9/04 International Guidelines on Environmental 2/28/05 
Management Accounting (EMA) 
10/5/04 Proposed Revised Code of Ethics for 11/30/04 
Professional Accountants 
9/23/04 Policy Statement, “Clarifying Professional 12/31/04 
Requirements in International Standards” and 
Consultation Paper, “Improving the Clarity and 
Structure of [AASB Standards and Related 
Considerations for Practice Statements” 
9/23/04 —ISA,230 (Revised), “Audit Documentation” 1/31/05 
and amendments to ISA 330, “The Auditor's 
Procedures in Response to Assessed Risks” and 
ISQC 1, “Quality Control for Firms that Perform 
Audits and Reviews of Historical Financial and 
Other Assurance and Related Services Engagements” 
7/14/04 Preface to the International Standards on Quality 10/15/04 


Control, Auditing, Assurance and Related Services— 
IAASB Due Process and Working Procedures 


EXPOSURE DRAFTS OUTSTANDING 

















Issue Comment 

Date Title or Description Deadline 

1/20/04 Revenue from Non-Exchange Transactions 6/30/04 
(Including Taxes and Transfers) 

1/20/04 Accounting for Social Policies of Governments 6/30/04 
12/23/03 ISA 600 (Revised), “The Work of Related Auditors 3/31/04 
and Other Auditors in the Audit of Group Financial 

Statements” and IAPS, “The Audit of Group 
Financial Statements” 
12/22/03 ISA700 (Revised), “The Independent Auditor’s 3/31/04 
Report on a Complete Set of General Purpose 
Financial Statements” ISA 200, “Objective and 
General Principles Governing an Audit of Financial 
Statements” Amendment to ISA 210, “Terms of 
Audit Engagements” Conforming Amendments 
11/11/03 Revision to Code of Ethics for Professional 
Accountants 2/15/04 
7/18/03 Proposed Revised Code of Ethics for Professional 11/30/03 
Accountants 
6/24/03 Proposed International Standard on Auditing: 9/30/03 
“Review of Interim Financial Information 
Performed by the Auditor of the Entity” 
FASAB 
4/26/04 — Inter-Entity Cost Implementation: Amending 7/31/04 
SFFAS 4, “Managerial Cost Accounting Standards 
and Concepts” 
8/20/03 Heritage Assets and Stewardship Land: 11/10/03 
Reclassification from Required Supplementary 
Stewardship Information 
4/21/03 Accounting for Fiduciary Activities 7/31/03 
GAO 
10/6/04 Guidance on GAGAS Requirements for 11/30/04 
Continuing Professional Education 
PCAOB 


At the present time PCAOB exposure drafts have very short comment 
periods. A list of outstanding PCAOB exposure drafts is available online at 
www.pcaobus.org. 


Taal. 


The initials stand i: ie Plone organizations. Exposure drafts are available online at the Web addresses 
below or copies nay be obtained at the address in parentheses (unless otherwise indicated). 


Financial Accounting Standards Board (Orde: Department. Financial 
Accounting Standards Board, 401 Merritt 7, RO. Box 5116, Norwalk, 
‘CT 06856-5116); also available online at www.fasb.org 
Governmental Accounting Standards Board (Order Department, 
Governmental Accounting Standards Board, 401 Merritt 7, 
PO. Box 5116, Norwalk, CT 06856- me also available online at 
www. -gasb. org 
American Institute of CPAs (American Institute of Certified Public 
Accountants, Harborside Financial Center, 201 Plaza Three, Jersey 
City, NJ 07311-3881). AICPA publishes exposure drafts exclusively 
on the Web site at www.aicpa.org. Print copies are not available. 


_ International Accounting Standards Board (International Accounting 
Standards Board, 30 Cannon Street, London EC4M 6XH, United 
Kingdom), also available online at www.iasb.org.uk 
International Federation of Accountants (International Federation of 
Accountants, 545 Fifth Avenue, 14th Floor, New York, NY 10017); 
also available online at www.ifac.org 


— GAO— 





SEC— Securities and Exchange Commission (Securities and Exchange 
Commission, 450 5th Street, N.W., Washington, DC 20549); 


also available online at www.sec.gov 


FASAB— 


Federal Accounting Standards Advisory Board (Federal Accounting 
Standards Advisory Board, 441 G Street, N.W., Suite 6814, 
Washington, DC 20548); also available online at www.fasab.gov_ 


USS. Government Accountability Office (Government Auditing 
Standards Comments, Marcia B. Buchanan, U.S. General 
Accounting Office, Room 5089, 441 G Street, N.W., Washington, 
DC 20548); www.gao.gov 


Public Company Accounting Oversight Board, 1666 K Street, N.W., 
Washington, DC 20006-2803; info@pcaobus.org 


AICPA TECHNICAL HOTLINE 


The Technical Information Service answers inquiries about specific audit or 


"accounting problems. Call toll-free 888-777-7077 or e-mail query to 


aahotline@aicpa.org. This service is free to AICPA members. 
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Updated for 2005 





the Accountant’s - 


Business 
anual 


Over the years, the AICPA’s Accountant’s Business Manual has been 
the trusted, one-stop resource for thousands of CPAs who need quick answers on a wide 
array of business, legal, financial and tax questions that arise in everyday work. 








Now the completely updated edition helps you address questions on the impact of latest 
trends and developments in employee retirement and deferred compensation plans, social 
security planning, business valuation, employment regulations, human resources, estate 
and trust planning and much more. 






Plus, included is a FREE interactive ABM toolkit on CD-ROM. 
You'll have instant access to worksheets, sample agreements, 

checklists and other forms that you can tailor to your needs and 
use immediately. 


Leading authorities Bill Behrenfeld, JD, LLM, CPA: 
Andy Biebl, CPA; and Bob Ranweiler, CPA, lend their 
expertise to this two-volume, loose-leaf best-seller. 


Semi-annual product updates are shipped automatically with a 60-day return policy, 


No. 029418CNO4 
AICPA Members $160.00 Nonmembers $200.00 


Www.cpa2biz.com 
888.777.7077 








ee 
Official Releases 


FASB No. 123 (revised 2004)...Ethics Interpretation 


Space considerations prevent publishing here the ap- 
pendices to FASB Statement no. 123 (revised 
2004). Since the appendices often are important to 
understanding FASB statements, readers are advised 
to obtain complete copies. For additional copies of 
FASB statements and/or information on applicable 
prices and discount rates, contact the FASB order de- 
partment, 401 Merritt 7, RO. Box 5116, Nor- 
walk, Connecticut 06856-5116. Telephone: 
800-748-0659. 


Statement of Financial Accounting 
Standards No. 123 (revised 2004)— 
Share-Based Payment 


SUMMARY 

This Statement is a revision of FASB Statement 
No. 123, Accounting for Stock-Based Compensa- 
tion. This Statement supersedes APB Opinion 
No. 25, Accounting for Stock Issued to Employees, 
and its related implementation guidance. 


Scope of This Statement 

This Statement establishes standards for the ac- 
counting for transactions in which an entity ex- 
changes its equity instruments for goods or ser- 
vices. It also addresses transactions in which an 
entity incurs liabilities in exchange for goods or 
services that are based on the fair value of the 
entity’s equity instruments or that may be settled 
by the issuance of those equity instruments. This 
Statement focuses primarily on accounting for 
transactions in which an entity obtains employee 
services in share-based payment transactions. 
This Statement does not change the accounting 
guidance for share-based payment transactions 
with parties other than employees provided in 
Statement 123 as originally issued and EITF Is- 
sue No. 96-18, “Accounting for Equity Instru- 
ments That Are Issued to Other Than Employ- 
ees for Acquiring, or in Conjunction with 
Selling, Goods or Services.” This Statement 
does not address the accounting for employee 
share ownership plans, which are subject to 
AICPA Statement of Position 93-6, Employers’ 
Accounting for Employee Stock Ownership Plans. 


Reasons for Issuing This Statement 
The principal reasons for issuing this Statement 
are: 


Copyright © 2004 by Financial Accounting Stan- 
dards Board. All rights reserved. No part of this pub- 
lication may be reproduced, stored in a retrieval sys- 
tem, or transmitted, in any form or by any means, 
electronic, mechanical, photocopying, recording, or oth- 
enwise, without the prior written permission of the Fi- 
nancial Accounting Standards Board. 


a. Addressing concerns of users and others. 
Users of financial statements, including institu- 
tional and individual investors, as well as many 
other parties expressed to the FASB their con- 
cerns that using Opinion 25’s intrinsic value 
method results in financial statements that do 
not faithfully represent the economic transac- 
tions affecting the issuer, namely, the receipt and 
consumption of employee services in exchange 
for equity instruments. Financial statements that 
do not faithfully represent those economic 
transactions can distort the issuer’s reported fi- 
nancial condition and results of operations, 
which can lead to the inappropriate allocation of 
resources in the capital markets. Part of the 
FASB’s mission is to improve standards of finan- 
cial accounting for the benefit of users of finan- 
cial information. This Statement addresses users’ 
and other parties’ concerns by requiring an enti- 
ty to recognize the cost of employee services re- 
ceived in share-based payment transactions, 
thereby reflecting the economic consequences 
of those transactions in the financial statements. 
b. Improving the comparability of reported 
financial information by eliminating alter- 
native accounting methods. Over the last few 
years, approximately 750 public companies have 
voluntarily adopted or announced their inten- 
tion to adopt Statement 123’s fair-value-based 
method of accounting for share-based payment 
transactions with employees. Other companies 
continue to use Opinion 25’s intrinsic value 
method. The Board believes that similar eco- 
nomic transactions should be accounted for 
similarly (that is, share-based compensation 
transactions with employees should be account- 
ed for using one method). Consistent with the 
conclusion in the original Statement 123, the 
Board believes that those transactions should be 
accounted for using a fair-value-based method. 
By requiring the fair-value-based method for all 
public entities, this Statement eliminates an al- 
ternative accounting method; consequently, 
similar economic transactions will be accounted 
for similarly. 

c. Simplifying U.S. GAAP. The Board be- 
lieves that U.S. generally accepted accounting 
principles (GAAP) should be simplified when- 
ever possible. Requiring that all entities follow 
the same accounting standard and eliminating 
Opinion 25’s intrinsic value method and its re- 
lated detailed and form-driven implementation 
guidance simplifies the authoritative literature. 
d. Converging with international account- 
ing standards. This Statement will result in 
greater international comparability in the ac- 
counting for share-based payment transactions. 
In February 2004, the International Accounting 
Standards Board (IASB), whose standards are 
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followed by entities in many countries, issued 
International Financial Reporting Standard 
(IFRS) 2, Share-based Payment. IFRS 2 requires 
that all entities recognize an expense for all em- 
ployee services received in share-based payment 
transactions, using a fair-value-based method 
that is similar in most respects to the fair-value- 
based method established in Statement 123 and 
the improvements made to it by this Statement. 
Converging to a common set of high-quality fi- 
nancial accounting standards for share-based 
payment transactions with employees improves 
the comparability of financial information 
around the world and makes the accounting re- 
quirements for entities that report financial 
statements under both U.S. GAAP and interna- 
tional accounting standards less burdensome. 


Key Provisions of This Statement 

This Statement requires a public entity to mea- 
sure the cost of employee services received in 
exchange for an award of equity instruments 
based on the grant-date fair value of the award 
(with limited exceptions). That cost will be rec- 
ognized over the period during which an em- 
ployee is required to provide service in ex- 
change for the award—the requisite service 
period (usually the vesting period). No com- 
pensation cost is recognized for equity instru- 
ments for which employees do not render the 
requisite service. Employee share purchase plans 
will not result in recognition of compensation 
cost if certain conditions are met; those condi- 
tions are much the same as the related condi- 
tions in Statement 123. 

A nonpublic entity, likewise, will measure 
the cost of employee services received in ex- 
change for an award of equity instruments 
based on the grant-date fair value of those in- 
struments, except in certain circumstances: 
Specifically, if it is not possible to reasonably es- 
timate the fair value of equity share options and 
similar instruments because it is not practicable 
to estimate the expected volatility of the entity’s 
share price, a nonpublic entity is required to 
measure its awards of equity share options and 
similar instruments based on a value calculated 
using the historical volatility of an appropriate 
industry sector index instead of the expected 
volatility of its share price. 

A public entity will initially measure the cost 
of employee services received in exchange for 
an award of liability instruments based on its 
current fair value; the fair value of that award 
will be remeasured subsequently at each report- 
ing date through the settlement date. Changes 
in fair value during the requisite service period 
will be recognized as compensation cost over 
that period. A nonpublic entity may elect to 
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measure its liability awards at their intrinsic val- 
ue through the date of settlement. 

The grant-date fair value of employee share 
options and similar instruments will be estimated 
using option-pricing models adjusted for the 
unique characteristics of those instruments (unless 
observable market prices for the same or similar 
instruments are available). If an equity award is 
modified after the grant date, incremental com- 
pensation cost will be recognized in an amount 
equal to the excess of the fair value of the modi- 
fied award over the fair value of the original 
award immediately before the modification. 

Excess tax benefits, as defined by this State- 
ment, will be recognized as an addition to paid- 
in capital. Cash retained as a result of those ex- 
cess tax benefits will be presented in the 
statement of cash flows as financing cash inflows. 
The write-off of deferred tax assets relating to 
unrealized tax benefits associated with recog- 
nized compensation cost will be recognized as 
income tax expense unless there are excess tax 
benefits from previous awards remaining in 
paid-in capital to which it can be offset. 

The notes to financial statements of both 
public and nonpublic entities will disclose in- 
formation to assist users of financial information 
to understand the nature of share-based pay- 
ment transactions and the effects of those trans- 
actions on the financial statements. 


How This Statement Changes Practice and 
improves Financial Reporting 

This Statement eliminates the alternative to use 
Opinion 25's intrinsic value method of account- 
ing that was provided in Statement 123 as origi- 
nally issued. Under Opinion 25, issuing stock 
options to employees generally resulted in 
recognition of no compensation cost. This 
Statement requires entities to recognize the cost 
of employee services received in exchange for 
awards of equity instruments based on the grant- 
date fair value of those awards (with limited ex- 
ceptions). Recognition of that compensation 
cost helps users of financial statements to better 
understand the economic transactions affecting 
an entity and to make better resource allocation 
decisions. Such information specifically will help 
users of financial statements understand the ef- 
fect that share-based compensation transactions 
have on an entity’s financial condition and re- 
sults of operations. This Statement also will im- 
prove comparability by eliminating one of two 
different methods of accounting for share-based 
compensation transactions and thereby also will 
simplify existing U.S. GAAP. Eliminating differ- 
ent methods of accounting for the same transac- 
tions leads to improved comparability of finan- 
cial statements because similar economic 
transactions will be accounted for similarly. 

The fair-value-based method in this State- 

ment is similar to the fair-value-based method 
in Statement 123 in most respects. However, 
the following are the key differences between 
the two: 
a. Public entities are required to measure liabili- 
ties incurred to employees in share-based pay- 
ment transactions at fair value. Nonpublic enti- 
ties may elect to measure their liabilities to 
employees incurred in share-based payment 
transactions at their intrinsic value. Under 
Statement 123, all share-based payment liabili- 
ties were measured at their intrinsic value. 
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b. Nonpublic entities are required to account 
for awards of equity instruments using the fair- 
value-based method unless it is not possible to 
reasonably estimate the grant-date fair value of 
awards of equity share options and similar in- 
struments because it is not practicable to esti- 
mate the expected volatility of the entity’s share 
price. In that situation, the entity will account 
for those instruments based on a value calculat- 
ed by substituting the historical volatility of an 
appropriate industry sector index for the ex- 
pected volatility of its share price. Statement 
123 permitted a nonpublic entity to measure its 
equity awards using either the fair-value-based 
method or the minimum value method. 

C. Entities are required to estimate the number of 
instruments for which the requisite service is ex- 
pected to be rendered. Statement 123 permitted 
entities to account for forfeitures as they occur. 

d. Incremental compensation cost for a modifi- 
cation of the terms or conditions of an award is 
measured by comparing the fair value of the 
modified award with the fair value of the award 
immediately before the modification. Statement 
123 required that the effects of a modification be 
measured as the difference between the fair val- 
ue of the modified award at the date it is granted 
and the award’s value immediately before the 
modification determined based on the shorter of 
(1) its remaining initially estimated expected life 
or (2) the expected life of the modified award. 

e. This Statement also clarifies and expands 
Statement 123’s guidance in several areas, in- 
cluding measuring fair value, classifying an 
award as equity or as a liability, and attributing 
compensation cost to reporting periods. 

In addition, this Statement amends FASB 
Statement No. 95, Statement of Cash Flows, to 
require that excess tax benefits be reported as a 
financing cash inflow rather than as a reduction 
of taxes paid. 


How the Conclusions of This Statement 
Relate to the FASB’s Conceptual Framework 
FASB Concepts Statement No. 1, Objectives of Fi- 
nancial Reporting by Business Enterprises, states that 
financial reporting should provide information 
that is useful in making business and economic 
decisions. Recognizing compensation cost in- 
curred as a result of receiving employee services 
in exchange for valuable equity instruments issued 
by the employer will help achieve that objective 
by providing more relevant and reliable informa- 
tion about the costs incurred by the employer to 
obtain employee services in the marketplace. 

FASB Concepts Statement No. 2, Qualitative 
Characteristics of Accounting Information, explains 
that comparability of financial information is 
important because information about an entity 
gains greatly in usefulness if it can be compared 
with similar information about other entities. 
Establishing the fair-value-based method of ac- 
counting as the required method will increase 
comparability because similar economic trans- 
actions will be accounted for similarly, which 
will improve the usefulness of financial infor- 
mation. Requiring the fair-value-based method 
also enhances the neutrality of the resulting fi- 
nancial reporting by eliminating the accounting 
bias toward using certain types of employee 
share options for compensation. 

Completeness is identified in Concepts State- 
ment 2 as an essential element of representational 
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faithfulness and relevance. To faithfully represent 
the total cost of employee services to the entity, 
the cost of services received in exchange for 
awards of share-based compensation should be 
recognized in that entity’s financial statements. 
FASB Concepts Statement No. 6, Elements of 
Financial Statements, defines assets as probable fu- 
ture economic benefits obtained or tontrolled 
by a particular entity as a result of past transac- | 
tions or events. Employee services received in 
exchange for awards of share-based compensa- 
tion qualify as assets, though only momentari- 
ly—as the entity receives and uses them—al- 
though their use may create or add value to 
other assets of the entity. This Statement will 
improve the accounting for an entity’s assets re- 
sulting from receipt of employee services in ex- 
change for an equity award by requiring that the 
cost of such assets either be charged to expense 
when consumed or capitalized as part of another 
asset of the entity (as permitted by U.S. GAAP). 


Costs and Benefits 

The mission of the FASB is to establish and im- 
prove standards of financial accounting and re- 
porting for the guidance and education of the 
public, including preparers, auditors, and users 
of financial information. In fulfilling that mis- 
sion, the Board endeavors to determine that a 
proposed standard will fill a significant need and 
that the costs imposed to meet that standard, as 
compared with other alternatives, are justified 
in relation to the overall benefits of the resulting 
information. The Board’s consideration of each 
issue in a project includes the subjective weigh- 
ing of the incremental improvement in financial 
reporting against the incremental cost of imple- 
menting the identified alternatives. At the end 
of that process, the Board considers the ac- 
counting provisions in the aggregate and assess- 
es the perceived benefits and the related per- 
ceived costs on a qualitative basis. 

Several procedures were conducted before 
the issuance of this Statement to aid the Board 
in its assessment of the expected costs associated 
with implementing the required use of the fair- 
value-based accounting method. Those proce- 
dures included a review of the comment letters 
received on the Exposure Draft, a field visit 
program, a survey of commercial software 
providers, and discussions with members of the 
Option Valuation Group that the Board estab- 
lished to provide information and advice on 
how to improve the guidance in Statement 123 
on measuring the fair value of share options and 
similar instruments issued to employees in com- 
pensation arrangements. That group included 
valuation experts from the compensation con- 
sulting, risk management, investment banking, 
and academic communities. The Board also 
discussed the issues in the project with other 
valuation experts, compensation consultants, 
and numerous other constituents. After consid- 
ering the results of those cost-benefit proce- 
dures, the Board concluded that this Statement 
will sufficiently improve financial reporting to 
Justify the costs it will impose. 


The Effective Dates and Transition 
Requirements of This Statement 

This Statement is effective: 

a. For public entities that do not file as small 
business issuers—as of the beginning of the first 
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interim or annual reporting period that begins 
after June 15, 2005 

b. For public entities that file as small hones 
issuers—as of the beginning of the first interim 
or annual reporting period that begins after De- 
cember 15, 2005 

c. For nonpublic entities—as of the beginning 
of the first annual reporting period that begins 
after December 15, 2005. 

This Statement applies to all awards granted 
after the required effective date and to awards 
modified, repurchased, or cancelled after that 
date. The cumulative effect of initially applying 
this Statement, if any, is recognized as of the re- 
quired effective date. 

As of the required effective date, all public 
entities and those nonpublic entities that used 
the fair-value-based method for either recogni- 
tion or disclosure under Statement 123 will ap- 
ply this Statement using a modified version of 
prospective application. Under that transition 
method, compensation cost is recognized on or 
after the required effective date for the portion 
of outstanding awards for which the requisite 
service has not yet been rendered, based on the 
grant-date fair value of those awards calculated 
under Statement 123 for either recognition or 
pro forma disclosures. For periods before the re- 
quired effective date, those entities may elect to 
apply a modified version of retrospective appli- 
cation under which financial statements for pri- 
or periods are adjusted on a basis consistent with 
the pro forma disclosures required for those pe- 
riods by Statement 123. Nonpublic entities that 
used the minimum value method in Statement 
123 for either recognition or pro forma disclo- 
sures are required to apply the prospective tran- 
sition method as of the required effective date. 

Early adoption of this Statement for interim or 
annual periods for which financial statements or 
interim reports have not been issued is encouraged. 
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INTRODUCTION 

1, This Statement requires that the cost result- 
ing from all share-based payment transac- 
tions’ be recognized in the financial statements. 
This Statement establishes fair value as the 
measurement objective in accounting for share- 
based payment arrangements and requires all 
entities to apply a fair-value-based measurement 
method in accounting for share-based payment 
transactions with employees except for equity 
instruments held by employee share owner- 
ship plans. However, this Statement provides 
certain exceptions to that measurement method 
if it is not possible to reasonably estimate the fair 
value of an award at the grant date. A non- 
public entity also may choose to measure its li- 
abilities under share-based payment arrange- 
ments at intrinsic value. This Statement also 
establishes fair value as the measurement objec- 
tive for transactions in which an entity acquires 
goods or services from nonemployees in share- 
based payment transactions. This Statement uses 
the terms compensation and payment in their 
broadest senses to refer to the consideration paid 
for goods or services, regardless of whether the 
supplier is an employee. 

2. This Statement amends FASB Statement No. 
95, Statement of Cash Flows, to require that ex- 
cess tax benefits be reported as a financing cash 
inflow rather than as a reduction of taxes paid. 

3. This Statement replaces FASB Statement No. 
123, Accounting for Stock-Based Compensa- 
tion, and supersedes APB Opinion No. 25, Ac- 
counting for Stock Issued to Employees. This State- 
ment also supersedes or amends other pro- 
nouncements indicated in Appendix D. 


’ Terms defined in Appendix E, the glossary, are set in 
boldface type the first time they appear. 
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Appendix A is an integral part of this Statement 
and provides implementation guidance on mea- 
surement and recognition of compensation cost 
resulting from share-based payment arrange- 
ments with employees. Appendix B provides the 
basis for the Board’s conclusions, and Appendix 
C provides background information. Appendix 
E defines certain terms as they are used in this 
Statement, and Appendix F indicates the effect 
of this Statement on the status of related author- 
itative literature, including American Institute of 
Certified Public Accountants (AICPA) litera- 
ture, Emerging Issues Task Force (EITF) issues, 
and Statement 133 implementation issues. 


STANDARDS OF FINANCIAL ACCOUNTING AND 
REPORTING 


Scope 

4. This Statement applies to all share-based pay- 
ment transactions in which an entity acquires 
goods or services by issuing (or offering to is- 
sue) its shares, share options, or other equity 
instruments (except for equity instruments held 
by an employee share ownership plan)? or by 
incurring liabilities to an employee or other 
supplier (a) in amounts based, at least in part’, 
on the price of the entity’s shares or other equi- 
ty instruments or (b) that require or may re- 
quire settlement by issuing the entity’s equity 
shares or other equity instruments. 


Recognition Principle for Share-Based 
Payment Transactions 

5. An entity shall recognize the goods acquired 
or services received in a share-based payment 
transaction when it obtains the goods or as ser- 
vices are received.* The entity shall recognize 
either a corresponding increase in equity or a li- 
ability, depending on whether the instruments 
granted satisfy the equity or liability classifica- 
tion criteria (paragraphs 28-35). As the goods 
or services are disposed of or consumed, the en- 
tity shall recognize the related cost. For exam- 
ple, when inventory is sold, the cost is recog- 
nized in the income statement as cost of goods 
sold, and as services are consumed, the cost 
usually is recognized in determining net income 
of that period, for example, as expenses in- 
curred for employee services. In some circum- 
stances, the cost of services (or goods) may be 
initially capitalized as part of the cost to acquire 
or construct another asset, such as inventory, 
and later recognized in the income statement 
when that asset is disposed of or consumed.® 

6. The accounting for all share-based payment 
transactions shall reflect the rights conveyed to 





? AICPA Statement of Position 93-6, Employers’ Accounting 
Sor Employee Stock Ownership Plans, specifies the accounting 
by employers for employee share ownership plans. 

* The phrase at least in part is used because an award of 
share-based compensation may be indexed to both the 
price of an entity’s shares and something else that is nei- 
ther the price of the entity’s shares nor a market, perfor- 
mance, or service condition. 

“An entity may need to recognize an asset before it actu- 
ally receives goods or services if it first exchanges share- 
based payment for an enforceable right to receive those 
goods or services. Nevertheless, the goods or services 
themselves are not recognized before they are received. 

° This Statement refers to recognizing compensation cost 
rather than compensation expense because any compensa- 
tion cost that is capitalized as part of the cost to acquire 
or construct an asset would not be recognized as com- 
pensation expense in the income statement. 


JOURNAL of ACCOUNTANCY 


the holder of the instruments and the obliga- 
tions imposed on the issuer of the instruments, 
regardless of how those transactions are struc- 
tured. For example, the rights and obligations 
embodied in a transfer of equity shares to an 
employee for a note that provides no recourse 
to other assets of the employee (that is, other 
than the shares) are substantially the same as 
those embodied in a grant of equity share op- 
tions. Thus, that transaction shall be accounted 
for as a substantive grant of equity share options. 
The terms of a share-based payment award and 
any related arrangement affect its value and, ex- 
cept for certain explicitly excluded features, 
such as a reload feature, shall be reflected in 
determining the fair value of the equity or lia- 
bility instruments granted. For example, the fair 
value of a substantive option structured as the 
exchange of equity shares for a nonrecourse 
note will differ depending on whether the em- 
ployee is required to pay nonrefundable interest 
on the note. Assessment of both the rights and 
obligations in a share-based payment award and 
any related arrangement and how those rights 
and obligations affect the fair value of an award 
requires the exercise of judgment in considering 
the relevant facts and circumstances. 


Measurement Principle for Share-Based 
Payment Transactions 

7. If the fair value of goods or services received in 
a share-based payment transaction with nonem- 
ployees is more reliably measurable than the fair 
value of the equity instruments issued, the fair val- 
ue of the goods or services received shall be used 
to measure the transaction.® In contrast, if the fair 
value of the equity instruments issued in a share- 
based payment transaction with nonemployees is 
more reliably measurable than the fair value of the 
consideration received, the transaction shall be 
measured based on the fair value of the equity in- 
struments issued. A share-based payment trans- 
action with employees shall be measured based 
on the fair value (or in certain situations speci- 
fied in this Statement, a calculated value or in- 
trinsic value) of the equity instruments issued. 


Measurement Date for Share-Based 
Payment Transactions with Nonemployees 
8. This Statement does not specify the mea- 
surement date for share-based payment transac- 
tions with nonemployees for which the measure 
of the cost of goods acquired or services received 
is based on the fair value of the equity instru- 
ments issued. EITF Issue No. 96-18, “Account- 
ing for Equity Instruments That Are Issued to 
Other Than Employees for Acquiring, or in 
Conjunction with Selling, Goods or Services,” 
establishes criteria for determining the measure- 
ment date for equity instruments issued in share- 
based payment transactions with nonemployees. 


Accounting for Share-Based Payment 
Transactions with Employees 
9. The objective of accounting for transactions 





® The consideration received for issuing equity instru- 
ments, like the consideration involved in a repurchase of 
treasury shares, may include stated or unstated rights. 
FASB Technical Bulletin No. 85-6, Accounting for a Pur- 
chase of Treasury Shares at a Price Significantly in Excess of the 
Current Market Price of the Shares and the Income Statement 
Classification of Costs Incurred in Defending against a Takeover 
Attempt, provides pertinent guidance. 
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under share-based payment arrangements with 
employees is to recognize in the financial state- 
ments the employee services received in ex- 
change for equity instruments issued or liabili- 
ties incurred and the related cost to the entity as 
those services are consumed. 

10. An entity shall account for the compensa- 
tion cost from share-based payment transactions 
with employees in accordance with the fair-val- 
ue-based method set forth in paragraphs 11-63 
of this Statement. That is, the cost of services 
received from employees in exchange for 
awards’ of share-based compensation generally 
shall be measured based on the grant-date fair 
value of the equity instruments issued or on the 
fair value of the liabilities incurred. The fair val- 
ue of liabilities incurred in share-based transac- 
tions with employees shall be remeasured at the 
end of each reporting period through settle- 
ment. Paragraphs 23—25 and 38 set forth excep- 
tions to the fair-value-based measurement of 
awards of share-based employee compensation. 


Certain Transactions with Related Parties 
and Other Economic Interest Holders 

11. Share-based payments awarded to an em- 
ployee of the reporting entity by a related par- 
ty or other holder of an economic interest in 
the entity as compensation for services provided 
to the entity are share-based payment transac- 
tions to be accounted for under this Statement 
unless the transfer is clearly for a purpose other 
than compensation for services to the reporting 
entity. The substance of such a transaction is 
that the economic interest holder makes a capi- 
tal contribution to the reporting entity, and that 
entity makes a share-based payment to its em- 
ployee in exchange for services rendered. An 
example of a situation in which such a transfer 
is not compensation is a transfer to settle an 
obligation of the economic interest holder to 
the employee that is unrelated to employment 
by the entity. 


Employee Share Purchase Plans 

12. An employee share purchase plan that satis- 
fies all of the following criteria does not give 
rise to recognizable compensation cost (that is, 
the plan is noncompensatory): 

a. The plan satisfies at least one of the following 
conditions: 

(1) The terms of the plan are no more favor- 
able than those available to all holders of the 
same class of shares.® 

(2) Any purchase discount from the market 
price does not exceed the per-share amount of 
share issuance costs that would have been in- 
curred to raise a significant amount of capital by 
a public offering. A purchase discount of 5 per- 
cent or less from the market price shall be con- 
sidered to comply with this condition without 





” This Statement uses the term award as the collective 
noun for multiple instruments with the same terms and 
conditions granted at the same time either to a single 
employee or to a group of employees. An award may 
specify multiple vesting dates, referred to as graded vest- 
ing, and different parts of an award may have different 
expected terms. Provisions of this Statement that refer to 
an award ’also apply to a portion of an award. 

A transaction subject to an employee share purchase 
plan that involves a class of equity shares designed exclu- 
sively for and held only by current or former employees 
or their beneficiaries may be compensatory depending on 
the terms of the arrangernent. 
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further justification. A purchase discount 
greater than 5 percent that cannot be justified 
under this condition results in compensation 
cost for the entire amount of the discount.® 

b. Substantially all employees that meet limited 
employment qualifications may participate on 
an equitable basis. 

c. The plan incorporates no option features, 
other than the following: 

(1) Employees are permitted a short period 
of time—not exceeding 31 days—after the pur- 
chase price has been fixed to enroll in the plan. 

(2) The purchase price is based solely on the 
market price of the shares at the date of pur- 
chase, and employees are permitted to cancel 
participation before the purchase date and ob- 
tain a refund of amounts previously paid (such 
as those paid by payroll withholdings). 

13. A plan provision that establishes the pur- 
chase price as an amount based on the lesser of 
the equity share’s market price at date of grant 
or its market price at date of purchase is an ex- 
ample of an option feature that causes the plan 
to be compensatory. Similarly, a plan in which 
the purchase price is based on the share’s market 
price at date of grant and that permits a partici- 
pating employee to cancel participation before 
the purchase date and obtain a refund of 
amounts previously paid contains an option fea- 
ture that causes the plan to be compensatory. Il- 
lustrations 19 (paragraphs A211—A219) and 20 
(paragraphs A220 and A221) provide guidance 
on determining whether an employee share 
purchase plan sdtisfies the criteria necessary to 
be considered noncompensatory. 

14. The requisite service period for any 
compensation cost resulting from an employee 
share purchase plan is the period over which 
the employee participates in the plan and pays 
for the shares. 


Measurement Principle for Share-Based 
Payment Transactions with Employees 

15. The cost of services received by an entity as 
consideration for equity instruments issued or li- 
abilities incurred in share-based compensation 
transactions with employees shall be measured 
based on the fair value of the equity instruments 
issued or the liabilities settled. The portion of 
the fair value of an instrument attributed to em- 
ployee service is net of any amount that an em- 
ployee pays (or becomes obligated to pay) for 
that instrument when it is granted. For example, 
if an employee pays $5 at the grant date for an 
option with a grant-date fair value of $50, the 
amount attributed to employee service is $45. 


Measurement of Awards Classified as Equity 


Measurement Objective and Measurement Date 
for Equity Awards 

16. The measurement objective for equity in- 
struments awarded to employees is to estimate 
the fair value at the grant date of the equity in- 
struments that the entity is obligated to issue 
when employees have rendered the requisite 
service and satisfied any other conditions neces- 
sary to earn the right to benefit from the instru- 


* An entity that justifies a purchase discount in excess of 5 
percent shall reassess at least annually, and no later than 
the first share purchase offer during the fiscal year, 
whether it can continue to justify that discount pursuant 
to paragraph 12(a)(2) of this Statement. 


ments (for example, to exercise share options). 
That estimate is based on the share price and 
other pertinent factors, such as expected 
volatility, at the grant date. 

17. To satisfy the measurement objective in 
paragraph 16, the restrictions and conditions 
inherent in equity instruments awarded to em- 
ployees are treated differently depending on 
whether they continue in effect after the requi- 
site service period. A restriction that continues 
in effect after an entity has issued instruments to 
employees, such as the inability to transfer vest- 
ed equity share options to third parties or the 
inability to sell vested shares for a period of 
time, is considered in estimating the fair value 
of the instruments at the grant date. For equity 
share options and similar instruments, the effect 
of nontransferability (and nonhedgeability, 
which has a similar effect) is taken into account 
by reflecting the effects of employees’ expected 
exercise and post-vesting employment termina- 
tion behavior in estimating fair value (referred 
to as an option’s expected term). 

18. In contrast, a restriction that stems from the 
forfeitability of instruments to which employees 
have not yet earned the right, such as the in- 
ability either to exercise a nonvested equity 
share option or to sell nonvested shares, is not 
reflected in estimating the fair value of the relat- 
ed instruments at the grant date. Instead, those 
restrictions are taken into account by recogniz- 
ing compensation cost only for awards for 
which employees render the requisite service. 
19. Awards of share-based employee compensa- 
tion ordinarily specify a performance condi- 
tion or a service condition (or both) that must 
be satisfied for an employee to earn the right to 
benefit from the award. No compensation cost 
is recognized for instruments that employees 
forfeit because a service condition or a perfor- 
mance condition is not satisfied (that is, instru- 
ments for which the requisite service is not ren- 
dered). Some awards contain a market 
condition. The effect of a market condition is 
reflected in the grant-date fair value of an 
award.” Compensation cost thus is recognized 
for an award with a market condition provided 
that the requisite service is rendered, regardless 
of when, if ever, the market condition is satis-— 
fied. Illustrations 4 (paragraphs A86—A104), 5 
(paragraphs A105—A110), and 10 (paragraphs 
A127—A133) provide examples of how com- 
pensation cost is recognized for awards with 
service and performance conditions. 

20. The fair-value-based method described in 
paragraphs 16—19 uses fair value measurement 
techniques, and the grant-date share price and 
other pertinent factors are used in applying those 
techniques. However, the effects on the grant- 
date fair value of service and performance condi- 
tions that apply only during the requisite service 
period are reflected based on the outcomes of 
those conditions. The remainder of this State- 
ment refers to the required measure as fair value. 


Nonvested and Restricted Equity Shares 

21. A nonvested equity share or nonvested eq- 
uity share unit awarded to an employee shall 
be measured at its fair value as if it were vested 


*© Valuation techniques have been developed to value 
path-dependent options as well as other options with 
complex terms. Awards with market conditions, as de- 
fined in this Statement, are path-dependent options. 
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and issued on the grant date. A restricted 
share" awarded to an employee, that is, a share 
that will be restricted after the employee has a 
vested right to it, shall be measured at its fair 
value, which is the same amount for which a 
similarly restricted share would be issued to 
third parties. Illustration 11(a) (paragraphs 
A134—A136) provides an example of account- 
ing for an award of nonvested shares. 


Equity Share Options 

22. The fair value of an equity share option or 
similar instrument shall be measured based on 
the observable market price of an option with 
the same or similar terms and conditions, if one 
is available (paragraph A7). Otherwise, the fair 
value of an equity share option or similar instru- 
ment shall be estimated using a valuation tech- 
nique such as an option-pricing model. For this 
purpose, a similar instrument is one whose fair 
value differs from its intrinsic value, that is, an 
instrument that has time value. For example, a 
share appreciation right (SAR) that requires net 
settlement in equity shares has time value; an 
equity share does not. Paragraphs A2—A42 pro- 
vide additional guidance on estimating the fair 
value of equity instruments, including the fac- 
tors to be taken into account in estimating the 
fair value of equity share options or similar in- 
struments as described in paragraph A18. 


Equity Instruments for Which It Is Not 
Possible to Reasonably Estimate Fair Value at 
the Grant Date 


Equity instruments granted by a nonpublic 
entity for which it is not possible to reason- 
ably estimate fair value at the grant date 
because it is not practicable to estimate the 
expected volatility of the entity’s share price 
23. A nonpublic entity may not be able to rea- 
sonably estimate the fair value of its equity share 
options and similar instruments because it is not 
practicable for it to estimate the expected volatil- 
ity of its share price. In that situation, the entity 
shall account for its equity share options and 
similar instruments based on a value calculated 
using the historical volatility of an appropriate 
industry sector index instead of the expected 
volatility of the entity’s share price (the calculat- 
ed value).’? Paragraphs A43—A48 and Illustration 
11(b) (paragraphs A137—A142) provide addi- 
tional guidance on applying the calculated value 
method to equity share options and similar in- 
struments granted by a nonpublic entity. 


Equity instruments with terms that make it 
not possible to reasonably estimate fair 
value at the grant date 

24. It should be possible to reasonably estimate 
the fair value of most equity share options and 
other equity instruments at the date they are 


" Nonvested shares granted to employees usually are re- 
ferred to as restricted shares, but this Statement reserves that 
term for fully vested and outstanding shares whose sale is 
contractually or governmentally prohibited for a specified 
period of time. 

As of the issuance of this Statement, such market prices 
for equity share options and similar instruments granted 
to employees are generally not available; however, they 
may become so in the future. 

8 Throughout the remainder of this Statement, provi- 
sions that apply to accounting for share options and simi- 
lar instruments at fair value also apply to calculated value. 
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granted. Appendix A illustrates techniques for 
estimating the fair values of several instruments 
with complicated features. However, in rare cir- 
cumstances, it may not be possible to reasonably 
estimate the fair value of an equity share option 
or other equity instrument at the grant date be- 
cause of the complexity of its terms. 

25. An equity instrument for which it is not 
possible to reasonably estimate fair value at the 
grant date shall be accounted for based on its 
intrinsic value, remeasured at each reporting 
date through the date of exercise or other settle- 
ment. The final measure of compensation cost 
shall be the intrinsic value of the instrument at 
the date it is settled. Compensation cost for 
each period until settlement shall be based on 
the change (or a portion of the change, depend- 
ing on the percentage of the requisite service 
that has been rendered at the reporting date) in 
the intrinsic value of the instrument in each re- 
porting period. The entity shall continue to use 
the intrinsic value method for those instruments 
even if it subsequently concludes that it is possi- 
ble to reasonably estimate their fair value. 


Reload Options and Contingent Features 

26. The fair value of each award of equity in- 
struments, including an award of options with a 
reload feature (reload options), shall be mea- 
sured separately based on its terms and the share 
price and other pertinent factors at the grant 
date. The effect of a reload feature in the terms 
of an award shall not be included in estimating 
the grant-date fair value of the award. Rather, a 
subsequent grant of reload options pursuant to 
that provision shall be accounted for as a sepa- 
rate award when the reload options are granted. 

27. A contingent feature of an award that might 
cause an employee to return to the entity either 
equity instruments earned or realized gains from 
the sale of equity instruments earned for consid- 
eration that is less than fair value on the date of 
transfer (including no consideration), such as a 
clawback feature (paragraph A5, footnote 44), 
shall not be reflected in estimating the grant-date 
fair value of an equity instrument. Instead, the ef- 
fect of such a contingent feature shall be account- 
ed for if and when the contingent event occurs. 


Awards Classified as Liabilities 


Criteria for Classifying Awards as Liabilities 
28. Paragraphs 29-35 of this Statement provide 
guidance for determining whether certain fi- 
nancial instruments awarded in share-based pay- 
ment transactions are liabilities. In determining 
whether an instrument not specifically discussed 
in paragraphs 29-35 should be classified as a lia- 
bility or as equity, an entity shall apply generally 
accepted accounting principles (GAAP) applic- 
able to financial instruments issued in transac- 
tions not involving share-based payment. 


Applying the classification criteria in 
Statement 150 

29. FASB Statement No. 150, Accounting for 
Certain Financial Instruments with Characteristics of 
both Liabilities and Equity, excludes from its 
scope instruments that are accounted for under 
this Statement. Nevertheless, unless paragraphs 
30-35 of this Statement require otherwise, an 
entity shall apply the classification criteria in 
paragraphs 8-14 of Statement 150, as they are 
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effective at the reporting date, in determining 
whether to classify as a liability a freestanding 
financial instrument given to an employee in 
a share-based payment transaction. Paragraphs 
A230—A232 of this Statement provide criteria 
for determining when instruments subject to 
this Statement subsequently become subject to 
Statement 150 or to other applicable GAAP. 

30. In determining the classification of an instru- 
ment, an entity shall take into account the defer- 
rals contained in FSP FAS 150-3, “Effective 
Date, Disclosures, and Transition for Mandatori- 
ly Redeemable Financial Instruments of Certain 
Nonpublic Entities and Certain Mandatorily 
Redeemable Noncontrolling Interests under 
FASB Statement No. 150, Accounting for Certain 
Financial Instruments with Characteristics of both Lia- 
bilities and Equity.” In addition, a call option™ 
written on an instrument that is not classified as a 
liability because of the deferrals in FSP FAS 150- 
3 (for example, a call option on a mandatorily 
redeemable share for which liability classification 
is deferred under FSP FAS 150-3) also shall be 
classified as equity while the deferral is in effect 
unless liability classification is required under the 
provisions of paragraph 32 of this Statement. 


Classification of certain awards with 
repurchase features 

31. Statement 150 does not apply to outstanding 
shares embodying a conditional obligation to 
transfer assets, for example, shares that give the 
employee the right to require the employer to 
repurchase them for cash equal to their fair value 
(puttable shares). A puttable (or callable) share 
awarded to an employee as compensation shall 
be classified as a liability if either of the following 
conditions is met: (a) the repurchase feature per- 
mits the employee to avoid bearing the risks and 
rewards normally associated with equity share 
ownership for a reasonable period of time from 
the date the requisite service is rendered and the 
share is issued,**’” or (b) it is probable that the 
employer would prevent the employee from 
bearing those risks and rewards for a reasonable 
period of time from the date the share is issued. 
For this purpose, a period of six months or more 
is a reasonable period of time. A puttable (or 
callable) share that does not meet either of those 
conditions shall be classified as equity.” 

32. Options or similar instruments on shares 
shall be classified as liabilities if (a) the underly- 
ing shares are classified as liabilities or (b) the 
entity can be required under any circumstances 
to settle the option or similar instrument by 


* Refer to the definition of share option in Appendix E. 

*® A put right may be granted to the employee in a trans- 
action that is related to a share-based compensation 
arrangement. If exercise of such a put right would re- 
quire the entity to repurchase shares issued under the 
share-based compensation arrangement, the shares shall 
be accounted for as puttable shares. 

© A repurchase feature that can be exercised only upon the 
occurrence of a contingent event that is outside the em- 
ployee’s control (such as an initial public offering) would 
not meet condition (a) until it becomes probable that the 
event will occur within the reasonable period of time. 
An employee begins to bear the risks and rewards nor- 
mally associated with equity share ownership when all 
the requisite service has been rendered. 

*8 SEC registrants are required to consider the guidance 
in ASR No. 268, Presentation in Financial Statements of 
“Redeemable Preferred Stocks.” Under that guidance, shares 
subject to mandatory redemption requirements or whose 
redemption is outside the control of the issuer are classi- 
fied outside permanent equity. 
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transferring cash or other assets. For example, 
an entity may grant an option to an employee 
that, upon exercise, would be settled by issuing 
a mandatorily redeemable share that is not sub- 
ject to the deferral in FSP FAS 150-3. Because 
the mandatorily redeemable share would be 
classified as a liability under Statement 150, the 
option also would be classified as a liability. 


Awards with conditions other than market, 
performance, or service conditions 

33. An award may be indexed to a factor in ad- 
dition to the entity’s share price. If that addi- 
tional factor is not a market, performance, or 
service condition, the award shall be classified as 
a liability for purposes of this Statement, and 
the additional factor shall be reflected in esti- 
mating the fair value of the award.’* Paragraph 
A53 provides examples of such awards. 


Evaluating the terms of a share-based 
payment award in determining whether it 
qualifies as a liability 

34. The accounting for an award of share-based 
payment shall reflect the substantive terms of the 
award and any related arrangement. Generally, 
the written terms provide the best evidence of 
the substantive terms of an award. However, an 
entity’s past practice may indicate that the sub- 
stantive terms of an award differ from its written 
terms. For example, an entity that grants a tan- 
dem award under which an employee receives 
either a stock option or a cash-settled SAR is 
obligated to pay cash on demand if the choice is 
the employee’s, and the entity thus incurs a lia- 
bility to the employee. In contrast, if the choice 
is the entity’s, it can avoid transferring its assets 
by choosing to settle in stock, and the award 
qualifies as an equity instrument. However, if an 
entity that nominally has the choice of settling 
awards by issuing stock predominately settles in 
cash, or if the entity usually settles in cash when- 
ever an employee asks for cash settlement, the 
entity is settling a substantive liability rather than 
repurchasing an equity instrument. In determin- 
ing whether an entity that has the choice of set- 
tling an award by issuing equity shares has a sub- 
stantive liability, the entity also shall consider 
whether (a) it has the ability to deliver the 
shares” and (b) it is required to pay cash if a 
contingent event occurs (paragraph 32). 





* For this purpose, an award of equity share options grant- 
ed to an employee of an entity’s foreign operation that 
provides for a fixed exercise price denominated either in 
the foreign operation’s functional currency or in the cur- 
rency in which the employee’s pay is denominated shall 
not be considered to contain a condition that is not a mar- 
ket, performance, or service condition. Therefore, such an 
award is not required to be classified as a liability if it other- 
wise qualifies as equity. For example, equity share options 
with an exercise price denominated in Euros granted to 
employees of a U.S. entity’s foreign operation whose func- 
tional currency is the Euro are not required to be classified 
as liabilities if those options otherwise qualify as equity. In 
addition, such options are not required to be classified as li- 
abilities even if the functional currency of the foreign oper- 
ation is the U.S. dollar, provided that the employees to 
whom the options are granted are paid in Euros. 

79 Federal securities law generally requires that transac- 
tions involving offerings of shares under employee share 
option arrangements be registered, unless there is an 
available exemption. For purposes of this Statement, such 
requirements do not, by themselves, imply that an entity 
does not have the ability to deliver shares and thus do not 
require an award that otherwise qualifies as equity to be 
classified as a liability. 
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Broker-assisted cashless exercises and mini- 
mum statutory withholding requirements 
35. A provision that permits employees to ef- 
fect a broker-assisted cashless exercise of part 
or all of an award of share options through a 
broker does not result in liability classification 
for instruments that otherwise would be classi- 
fied as equity if both of the following criteria 
are satisfied: 
a. The cashless exercise requires a valid exercise 
of the share options. 
b. The employee is the legal owner of the 
shares subject to the option (even though the 
employee has not paid the exercise price before 
the sale of the shares subject to the option). 
Similarly, a provision for either direct or in- 
direct (through a net-settlement feature) repur- 
chase of shares issued upon exercise of options 
(or the vesting of nonvested shares), with any 
payment due employees withheld to meet the 
employer’s minimum statutory withholding re- 
quirements” resulting from the exercise, does 
not, by itself, result in liability classification of 
instruments that otherwise would be classified 
as equity. However, if an amount in excess of 
the minimum statutory requirement is with- 
held, or may be withheld at the employee’s dis- 
cretion, the entire award shall be classified and 
accounted for as a liability. 


Measurement Objective and Measurement Date 
for Liabilities 
36. At the grant date, the measurement objec- 
tive for liabilities incurred under share-based 
compensation arrangements is the same as the 
measurement objective for equity instruments 
awarded to employees as described in paragraph 
16. However, the measurement date for liability 
instruments is the date of settlement. Accord- 
ingly, liabilities incurred under share-based pay- 
ment arrangements are remeasured at the end 
of each reporting period until settlement. 


Measurement of liability awards of public 
entities 

37. A public entity shall measure a liability 
award under a share-based payment arrange- 
ment based on the award’s fair value remeasured 
at each reporting date until the date of settle- 
ment. Compensation cost for each period until 
settlement shall be based on the change (or a 
portion of the change, depending on the per- 
centage of the requisite service that has been 
rendered at the reporting date) in the fair value 
of the instrument for each reporting period. Il- 
lustration 10 (paragraphs A127—A133) provides 
an example of accounting for an instrument 
classified as a liability using the fair-value-based 
method. 


Measurement of liability awards of 
nonpublic entities 

38. A nonpublic entity shall make a policy de- 
cision of whether to measure all of its liabilities 





21 4 broker that is a related party of the entity must sell 
the shares in the open market within a normal settlement 
period, which generally is three days, for the award to 
gualify as equity. 

Minimum statutory withholding requirements are to 
be based on the applicable minimum statutory withhold- 
ing rates required by the relevant tax authority (or au- 
thorities, for example, federal, state, and local), including 
the employee’s share of payroll taxes that are applicable 
to such supplemental taxable income. 


incurred under share-based payment arrange- 
ments at fair value or to measure all such liabili- 
ties at intrinsic value.”? Regardless of the 


‘method selected, a nonpublic entity shall re- 


measure its liabilities under share-based pay- 
ment arrangements at each reporting date until 
the date of settlement. The fair-value-based 
method is preferable for purposes of justifying a 
change in accounting principle under APB 
Opinion No. 20, Accounting Changes. Ilustra- 
tion 10 (paragraphs A127—A133) provides an 
example of accounting for an instrument classi- 
fied as a liability using the fair-value-based 
method. Illustration 11(c) (paragraphs A143— 
A148) provides an example of accounting for 
an instrument classified as a liability using the 
intrinsic value method. 


Recognition of Compensation Cost for an 
Award Accounted for as an Equity 
Instrument 


Recognition of Compensation Cost over the 
Requisite Service Period 

39. The compensation cost for an award of 
share-based employee compensation classified as 
equity shall be recognized over the requisite ser- 
vice period, with a corresponding credit to eq- 
uity (generally, paid-in capital). The requisite 
service period is the period during which an 
employee is required to provide service in ex- 
change for an award, which often is the vesting 
period. The requisite service period is estimated 
based on an analysis of the terms of the share- 
based payment award. 

40. The requisite service period may be explic- 
it or it may be implicit, being inferred from an 
analysis of other terms in the award, including 
other explicit service or performance condi- 
tions. The requisite service period for an award 
that contains a market condition can be derived 
from certain valuation techniques that may be 
used to estimate grant-date fair value (paragraph 
A60). An award may have one or more explic- 
it, implicit, or derived service periods; how- 
ever, an award may have only one requisite ser- 
vice period for accounting purposes unless it is 
accounted for as in-substance multiple awards. 
Paragraphs A59—A74 provide guidance on esti- 
mating the requisite service period and provide 
examples of how that period should be estimat- 
ed if an award’s terms include more than one 
explicit, implicit, or derived service period. 

41. The service inception date is the begin- 
ning of the requisite service period. If the ser- 
vice inception date precedes the grant date 
(paragraph A79), accrual of compensation cost 
for periods before the grant date shall be based 
on the fair value of the award at the reporting 
date. In the period in which the grant date oc- 
curs, cumulative compensation cost shall be ad- 
justed to reflect the cumulative effect of mea- 


?3 Consistent with the guidance in paragraph 23, foot- 
note 13, a nonpublic entity that is not able to reasonably 
estimate the fair value of its equity share options and sim- 
ilar instruments because it is not practicable for it to esti- 
mate the expected volatility of its share price shall make a 
policy choice of whether to measure its liabilities under 
share-based payment arrangements at calculated value or 
at intrinsic value. 

* An award with a graded vesting schedule that is ac- 
counted for as in-substance multiple awards is an exam- 
ple of an award that has more than one requisite service 


period (paragraph 42). 
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suring compensation cost based on fair value at 
the grant date rather than the fair value previ- 
ously used at the service inception date (or any 
subsequent reporting date). Illustration 3 (para- 
graphs A79—A85) provides guidance on the 
concept of service inception date and how it 1s to 
be applied. 

42. An entity shall make a policy decision about 
whether to recognize compensation cost for an 
award with only service conditions that has a 
graded vesting schedule (a) on a straight-line ba- 
sis over the requisite service period for each sep- 
arately vesting portion of the award as if the 
award was, in-substance, multiple awards or (b) 
on a straight-line basis over the requisite service 
period for the entire award (that is, over the 
requisite service period of the last separately 
vesting portion of the award). However, the 
amount of compensation cost recognized at any 
date must at least equal the portion of the grant- 
date value of the award that is vested at that 
date. Illustration 4(b) (paragraphs A97—A104) 
provides an example of the accounting for an 
award with a graded vesting schedule. 


Amount of Compensation Cost to Be 
Recognized over the Requisite Service Period 
43. The total amount of compensation cost 
recognized at the end of the requisite service 
period for an award of share-based compensa- 
tion shall be based on the number of instru- 
ments for which the requisite service has been 
rendered (that is, for which the requisite service 
period has been completed). An entity shall 
base initial accruals of compensation cost on the 
estimated number of instruments for which the 
requisite service is expected to be rendered. 
That estimate shall be revised if subsequent in- 
formation indicates that the actual number of 
instruments is likely to differ from previous esti- 
mates. The cumulative effect on current and 
prior periods of a change in the estimated num- 
ber of instruments for which the requisite ser- 
vice is expected to be or has been rendered 
shall be recognized in compensation cost in the 
period of the change. 

44. Accruals of compensation cost for an award 
with a performance condition shall be based on 
the probable”* outcome of that performance 
condition—compensation cost shall be accrued 
if it is probable that the performance condition 
will be achieved and shall not be accrued if it is 
not probable that the performance condition 
will be achieved. If an award has multiple per- 
formance conditions (for example, if the num- 
ber of options or shares an employee earns 
varies depending on which, if any, of two or 
more performance conditions is satisfied), com- 
pensation cost shall be accrued if it is probable 
that a performance condition will be satisfied. 
In making that assessment, it may be necessary 
to take into account the interrelationship of 
those performance conditions. Illustration 5 
(paragraphs A105—A110) provides an example 
of how to account for awards with multiple 
performance conditions. 

45. Previously recognized compensation cost 
shall not be reversed if an employee share op- 
tion (or share unit) for which the requisite ser- 


75 Probable is used in the same sense as in FASB Statement 
No. 5, Accounting for Contingencies: “the future event or 
events are likely to occur” (paragraph 3). 
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vice has been rendered expires unexercised (or 
unconverted). 


Estimating the Requisite Service Period 

46. An entity shall make its initial best estimate 
of the requisite service period at the grant date 
(or at the service inception date if that date pre- 
cedes the grant date) and shall base accruals of 
compensation cost on that period. An entity 
shall adjust that initial best estimate in light of 
changes in facts and circumstances. The initial 
best estimate and any subsequent adjustment to 
that estimate of the requisite service period for 
an award with a combination of market, perfor- 
mance, or service conditions shall be based on 
an analysis of (a) all vesting and exercisability 
conditions, (b) all explicit, implicit, and derived 
service periods, and (c) the probability that per- 
formance or service conditions will be satisfied. 
For such an award, whether and how the initial 
best estimate of the requisite service period is 
adjusted depends on both the nature of those 
conditions and the manner in which they are 
combined, for example, whether an award vests 
or becomes exercisable when either a market or 
a performance condition is satisfied or whether 
both conditions must be satisfied. Paragraphs 
A59-A66 provide guidance on adjusting the 
initial estimate of the requisite service period. 


Effect of Market, Performance, and Service 
Conditions on Recognition and Measurement of 
Compensation Cost 


Market, performance, and service condi- 
tions that affect vesting or exercisability 

47. If an award requires satisfaction of one or 
more market, performance, or service condi- 
tions (or any combination thereof), compensa- 
tion cost is recognized if the requisite service is 
rendered, and no compensation cost is recog- 
nized if the requisite service is not rendered. 
Paragraphs A49—A51 provide guidance on ap- 
plying this provision to awards with market, 
performance, or service conditions (or any 
combination thereof). 

48. Performance or service conditions that af- 
fect vesting are not reflected in estimating the 
fair value of an award at the grant date because 
those conditions are restrictions that stem from 
the forfeitability of instruments to which em- 
ployees have not yet earned the right. However, 
the effect of a market condition is reflected in 
estimating the fair value of an award at the 
grant date (paragraph 19). For purposes of this 
Statement, a market condition is not considered 
to be a vesting condition, and an award is not 
deemed to be forfeited solely because a market 
condition is not satisfied. Accordingly, an entity 
shall reverse previously recognized compensa- 
tion cost for an award with a market condition 
only if the requisite service is not rendered. 


Market, performance, and service 
conditions that affect factors other than 
vesting or exercisability 

49. Market, performance, and service conditions 
(or any combination thereof) may affect an 
award’s exercise price, contractual term, quantity, 
conversion ratio, or other factors that are consid- 
ered in measuring an award’s grant-date fair val- 
ue. A grant-date fair value shall be estimated for 
each possible outcome of such a performance or 
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service condition, and the final measure of com- 
pensation cost shall be based on the amount esti- 
mated at the grant date for the condition or out- 
come that is actually satisfied. Paragraphs 
A52—A54 provide additional guidance on the e& 
fects of market, performance, and service con- 
ditions that affect factors other than vesting or 
exercisability. Illustrations 5 (paragraphs 
A105—A110), 6 (paragraphs A111—A113), and 8 
(paragraphs A121—A124) provide examples of 
accounting for awards with such conditions. 


Recognition of Changes in the Fair Value 
or Intrinsic Value of Awards Classified as 
Liabilities 

50. Changes in the fair value (or intrinsic value 
for a nonpublic entity that elects that method) 
of a liability incurred under a share-based pay- 
ment arrangement that occur during the requi- 
site service period shall be recognized as com- 
pensation cost over that period. The percentage 
of the fair value (or intrinsic value) that is ac- 
crued as compensation cost at the end of each 
period shall equal the percentage of the requisite 
service that has been rendered at that date. 
Changes in the fair value (or intrinsic value) of a 
liability that occur after the end of the requisite 
service period are compensation cost of the pe- 
riod in which the changes occur. Any difference 
between the amount for which a liability award 
is settled and its fair value at the settlement date 
as estimated in accordance with the provisions 
of this Statement is an adjustment of compensa- 
tion cost in the period of settlement. Illustration 
10 (paragraphs A127—A133) provides an exam- 
ple of accounting for a liability award from the 
grant date through its settlement. 


Modifications of Awards of Equity 
Instruments 

51. A modification of the terms or conditions 
of an equity award shall be treated as an ex- 
change of the original award for a new award. 
In substance, the entity repurchases the original 
instrument by issuing a new instrument of 
equal or greater value, incurring additional 
compensation cost for any incremental value. 
The effects of a modification shall be measured 
as follows: 

a. Incremental compensation cost shall be mea- 
sured as the excess, if any, of the fair value of 
the modified award determined in accordance 
with the provisions of this Statement over the 
fair value of the original award immediately be- 
fore its terms are modified, measured based on 
the share price and other pertinent factors at 
that date.” The effect of the modification on 
the number of instruments expected to vest also 
shall be reflected in determining incremental 
compensation cost. The estimate at the modifi- 
cation date of the portion of the award expect- 
ed to vest shall be subsequently adjusted, if nec- 
essary, in accordance with paragraphs 43-45 





76 A modification of a liability award also is accounted for 
as the exchange of the original award for a new award. 
However, because liability awards are remeasured at their 
fair value (or intrinsic value for a nonpublic entity that 
elects that method) at each reporting date, no special 
guidance is necessary in accounting for a modification of 
a liability award that remains a liability after the modifica- 
tion. 

77 As indicated in paragraph 23, footnote 13, references 
to fair value throughout paragraphs 24-85 of this State- 
ment should be read also to encompass calculated value. 


April 2005 


and other guidance in [lustration 13 (para- 
graphs A160—A170). 

b. Total recognized compensation cost for an 
equity award shall at least equal the fair value of 
the award at the grant date unless at the date of 
the modification the performance or service 
conditions of the original award are not expect- 
ed to be satisfied. Thus, the total compensation 
cost measured at the date of a modification shall 
be (1) the portion of the grant-date fair value of 
the original award for which the requisite ser- 
vice is expected to be rendered (or has already 
been rendered) at that date plus (2) the incre- 
mental cost resulting from the modification. 
Compensation cost shall be subsequently ad- 
justed, if necessary, in accordance with para- 
graphs 43—45 and other guidance in Illustration 
13 (paragraphs A160—A170). 

c. A change in compensation cost for an equity 
award measured at intrinsic value in accordance 
with paragraph 25 shall be measured by com- 
paring the intrinsic value of the modified 
award, if any, with the intrinsic value of the 
original award, if any, immediately before the 
modification. 

Illustrations 12-14 (paragraphs A149—A189) 
provide additional guidance on, and illustrate 
the accounting for, modifications of both vested 
and nonvested awards, including a modification 
that changes the classification of the related fi- 
nancial instruments from equity to liability or 
vice versa, and modifications of vesting condi- 
tions. Illustration 22 (paragraphs A225—A232) 
provides additional guidance on accounting for 
modifications of certain freestanding financial 
instruments that initially were subject to this 
Statement but subsequently became subject to 
other applicable GAAP. 


Inducements 

52. A short-term inducement shall be ac- 
counted for as a modification of the terms of 
only the awards of employees who accept the 
inducement. Other inducements are modifica- 
tions of the terms of all awards subject to them 
and shall be accounted for as such. 


Equity Restructurings 

53. Exchanges of share options or other equity 
instruments or changes to their terms in con- 
junction with an equity restructuring ora 
business combination are modifications for pur- 
poses of this Statement. 

54. Except for a modification to add an antidi- 
lution provision that is not made in contempla- 
tion of an equity restructuring, accounting for a 
modification in conjunction with an equity re- 
structuring requires a comparison of the fair 
value of the modified award with the fair value 
of the original award immediately before the 
modification in accordance with paragraph 51. 
If those amounts are the same, for instance, be- 
cause the modification is designed to equalize 
the fair value of an award before and after an 
equity restructuring, no incremental compensa- 
tion cost is recognized. Illustration 12(e) (para- 
graphs A156—A159) provides further guidance 
on applying the provisions of this paragraph. 


Repurchases or Cancellations of Awards of 
Equity Instruments 

55. The amount of cash or other assets trans- 
ferred (or liabilities incurred) to repurchase an 
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equity award shall be charged to equity, to the 
extent that the amount paid does not exceed the 
fair value of the equity instruments repurchased 
at the repurchase date. Any excess of the repur- 
chase price over the fair value of the instruments 
repurchased shall be recognized as additional 
compensation cost. An entity that repurchases 
an award for which the requisite service has not 
been rendered has, in effect, modified the requi- 
site service period to the period for which ser- 
vice already has been rendered, and thus the 
amount of compensation cost measured at the 
grant date but not yet recognized shall be recog- 
nized at the repurchase date. 


Cancellation and Replacement of Awards of 
Equity Instruments 

56. Cancellation of an award accompanied by 
the concurrent grant of (or offer to grant)*a 
replacement award or other valuable consid- 
eration shall be accounted for as a modification 
of the terms of the cancelled award. Therefore, 
incremental compensation cost shall be mea- 
sured as the excess of the fair value of the re- 
placement award or other valuable considera- 
tion over the fair value of the cancelled award at 
the cancellation date in accordance with para- 
graph 51. Thus, the total compensation cost 
measured at the date of a cancellation and re- 
placement shall be the portion of the grant-date 
fair value of the original award for which the 
requisite service 1s expected to be rendered (or 
has already been rendered) at that date plus the 
incremental cost resulting from the cancellation 
and replacement. 

57. A cancellation of an award that is not ac- 
companied by the concurrent grant of (or offer 
to grant) a replacement award or other valuable 
consideration shall be accounted for as a repur- 
chase for no consideration. Accordingly, any 
previously unrecognized compensation cost 


shall be recognized at the cancellation date. 


Accounting for Tax Effects of Share-Based 
Compensation Awards 

58. Income tax regulations specify allowable tax 
deductions for instruments issued under share- 
based payment arrangements in determining an 
entity’s income tax liability. For example, under 
U.S. tax law at the issuance date of this State- 
ment, allowable tax deductions are generally 
measured as the intrinsic value of an instrument 
on a specified date. The time value component, 
if any, of the fair value of an instrument gener- 
ally is not tax deductible. Therefore, tax deduc- 
tions generally will arise in different amounts 
and in different periods from compensation cost 
recognized in financial statements. 

59. The cumulative amount of compensation 
cost recognized for instruments classified as eq- 
uity that ordinarily would result in a future tax 
deduction under existing tax law shall be con- 
sidered to be a deductible temporary difference 
in applying FASB Statement No. 109, Account- 
ing for Income Taxes. The deductible temporary 
difference shall be based on the compensation 
cost recognized for financial reporting purposes. 
The deferred tax benefit (or expense) that re- 
sults from increases (or decreases) in that tem- 


78 The phrase offer to grant is intended to cover situations 
in which the service inception date precedes the grant 
date. 


porary difference, for example, an increase that 
results as additional service is rendered and the 
related cost is recognized or a decrease that re- 
sults from forfeiture of an award, shall be recog- 
nized in the income statement.” Recognition 
of compensation cost for instruments that ordi- 
narily do not result in tax deductions under ex- 
isting tax law shall not be considered to result in 
a deductible temporary difference in applying 
Statement 109. A future event, such as an em- 
ployee’s disqualifying disposition of shares under 
USS. tax law at the issuance date of this State- 
ment, can give rise to a tax deduction for in- 
struments that ordinarily do not result in a tax 
deduction. The tax effects of such an event shall 
be recognized only when it occurs. 

60. The cumulative amount of compensation 
cost recognized for instruments classified as lia- 
bilities that ordinarily would result in a future 
tax deduction under existing tax law also shall 
be considered to be a deductible temporary dif 
ference. The deductible temporary difference 
shall be based on the compensation cost recog- 
nized for financial reporting purposes. 

61. Statement 109 requires a deferred tax asset to 
be evaluated for future realization and to be re- 
duced by a valuation allowance if, based on the 
weight of the available evidence, it is more likely 
than not that some portion or all of the deferred 
tax asset will not be realized.” Differences be- 
tween (a) the deductible temporary difference 
computed pursuant to paragraph 59 of this State- 
ment and (b) the tax deduction that would result 
based on the current fair value of the entity’s 
shares shall not be considered in measuring the 
gross deferred tax asset or determining the need 
for a valuation allowance for a deferred tax asset 
recognized under this Statement. 

62. Ifa deduction reported on a tax return for 
an award of equity instruments exceeds the cu- 
mulative compensation cost for those instru- 
ments recognized for financial reporting, any 
resulting realized tax benefit that exceeds the 
previously recognized deferred tax asset for 
those instruments (the excess tax benefit) shall 
be recognized as additional paid-in capital.** 
However, an excess of a realized tax benefit for 
an award over the deferred tax asset for that 
award shall be recognized in the income state- 
ment to the extent that the excess stems from a 
reason other than changes in the fair value of an 
entity’s shares between the measurement date 
for accounting purposes and a later measure- 
ment date for tax purposes. 

63. The amount deductible on the employer's 
tax return may be less than the cumulative 
compensation cost recognized for financial re- 
porting purposes. The write-off of a deferred 


Compensation cost that is capitalized as part of the cost 

of an asset, such as inventory, shall be considered to be 

part of the tax basis of that asset for financial reporting 
urposes. 

Paragraph 21 of Statement 109 states, “Future realiza- 
tion of the tax benefit of an existing deductible tempo- 
rary difference or carryforward ultimately depends on the 
existence of sufficient taxable income of the appropriate 
character (for example, ordinary income or capital gain) 
within the carryback, carryforward period available under 
the tax law.” That paragraph goes on to describe the four 
sources of taxable income that may be available under 
the tax law to realize a tax benefit for deductible tempo- 
rary differences and carry forwards. 

311 only a portion of an award is exercised, determina- 
tion of the excess tax benefits shall be based on the por- 
tion of the award that is exercised. 
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tax asset related to that deficiency, net of the re- 
lated valuation allowance, if any, shall first be 
offset to the extent of any remaining additional 
paid-in capital from excess tax benefits from 
previous awards accounted for in accordance 
with this Statement or Statement 123. The re- 
maining balance, if any, of the write-off of a de- 
ferred tax asset related to a tax deficiency shall 
be recognized in the income statement. An en- 
tity that continued to use Opinion 25's intrinsic 
value method as permitted by Statement 123 
shall calculate the amount available for offset as 
the net amount of excess tax benefits that 
would have qualified as such had it instead 
adopted Statement 123 for recognition purpos- 
es pursuant to Statement 123’s original effective 
date and transition method. In determining that 
amount, no distinction shall be made between 
excess tax benefits attributable to different types 
of equity awards, such as restricted shares or 
share options. An entity shall exclude from that 
amount both excess tax benefits from share- 
based payment arrangements that are outside 
the scope of this Statement, such as employee 
share ownership plans, and excess tax benefits 
that have not been realized pursuant to State- 
ment 109, as noted in paragraph A94, footnote 
82, of this Statement. Illustrations 4(a) (para- 
graphs A94—A96), 10 (paragraphs A132 and 
A133), 11(a) (paragraphs A135 and A136), and 
14(a) (paragraphs A178—A180) of this State- 
ment provide examples of accounting for the 
income tax effects of various awards. 


Disclosures 

64. An entity with one or more share-based 
payment arrangements shall disclose informa- 
tion that enables users of the financial state- 
ments to understand: 

a. The nature and terms of such arrangements 
that existed during the period and the potential 
effects of those arrangements on shareholders 

b. The effect of compensation cost arising from 
share-based payment arrangements on the in- 
come statement 

c. The method of estimating the fair value of 
the goods or services received, or the fair value 
of the equity instruments granted (or offered to 
grant), during the period 

d. The cash flow effects resulting from share- 
based payment arrangements. 

Paragraphs A240 and A241 indicate the 
minimum information needed to achieve those 
objectives and illustrate how the disclosure re- 
quirements might be satisfied. In some circum- 
stances, an entity may need to disclose informa- 
tion beyond that listed in paragraph A240 to 
achieve the disclosure objectives. 

65. An entity that acquires goods or services 
other than employee services in share-based 
payment transactions shall provide disclosures 
similar to those required by paragraph 64 to the 
extent that those disclosures are important to an 
understanding of the effects of those transactions 
on the financial statements. In addition, an enti- 
ty that has multiple share-based payment 
arrangements with employees shall disclose in- 
formation separately for different types of awards 
under those arrangements to the extent that dif 
ferences in the characteristics of the awards make 
separate disclosure important to an understand- 
ing of the entity’s use of share-based compensa- 
tion (paragraph A240). — (continued on page 102) 
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Adviser’s Guide to the Tax Consequences of the Purchase and Sale of a Business 


Knowing the tax consequences of buying or selling a business before the sale is crucial. This 
book, based on the popular CPE self-study course Tax Consequences of the Purchase and Sale 
of a Business, shows you how to correctly advise clients who want to buy or sell the assets or 
stock of a corporate business, the assets or interest of a partnership, or the assets or business 
of a sole proprietorship. You’ll also find information on installment buying and selling, and NOLs. 


This guide also provides details on tax changes in this area including: amortization of goodwill and 
other intangibles, the election for small business stock and the capitalization of acquisition costs, 
and much, much more. 





In addition, the adviser’s guide includes highlights of two recent pieces of legislation — The American 
Jobs Creation Act of 2004 (AJCA) and the Working Families Tax Relief Act of 2004 (WFTRA). 


2005 Paperback 
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JJ Adviser’s Guide to Tax Planning Strategies for Retirement 


Learn to determine your client’s financial needs in retirement and calculate the annual retirement savings 
necessary to meet those future needs. Derived from the best-selling CPE self-study course Super Tax 
Planning Strategies for Retirement Savings, this guide walks you through arranging penalty-free 
retirement withdrawals for early retirees, planning tax-smart splits of retirement accounts in 

divorce cases, as well as appropriate tax-free rollovers. This all-in-one publication helps you develop 

tax planning strategies for all types of clients — the older retiree, the divorcing client, the younger 
surviving spouse and the early retiree. 





In addition, throughout this book, key changes in the retirement arena — and their implications — have 
been identified. Two recent pieces of legislation — The American Jobs Creation Act of 2004 (AJCA) 
and the Working Families Tax Relief Act of 2004 (WFTRA) — have been summarized. In addition, 
some of the highlights emphasize the expanded opportunities for small-business owners. 





This publication is designed to help practitioners: 

e Understand the current environment for retirement planning 

¢ Update clients on tax-advantaged retirement-savings options after all of the recent tax law changes 

¢ Collect client data for purposes of identifying and implementing retirement-planning strategies suitable for that particular client 


2005 Paperback 
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AICPA Member $69.00 Nonmember $86.25 
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Codification of Statements on Auditing Standards 

This book, created for auditors of non-public companies, is codified with all amendments and conforming 

changes as of January 1, 2005, giving you the most up-to-date guidance. All AICPA Statements on 

Auditing Standards (SASs), Statements on Standards for Attestation Engagements (SSAEs), 

and related interpretations are conveniently organized so that the information can be located quickly 

and easily. The pronouncements are indexed by subject, with amendments noted and superseded 

portions deleted. You’ll find these updates —- and more — in the 2005 edition: 

Auditing Interpretations No. 17 and No. 18 of SAS No. 58, Reports on Audited Financial Statements, 
titled “Clarification in the Audit Report of the Extent of Testing of Internal Control Over Financial 
Reporting in Accordance With Generally Accepted Auditing Standards,” and “Reference to PCAOB 
Standards in an Audit Report on a Nonissuer” 

e Revision of Auditing Interpretations No. 12 and No. 14 of SAS No. 62, Special Reports, titled “Evaluation 
of the Appropriateness of Informative Disclosures in Insurance Enterprises’ Financial Statements 
Prepared on a Statutory Basis,” and “Evaluating the Adequacy of Disclosure and Presentation in Financial 
Statements Prepared in Conformity With an Other Comprehensive Basis of Accounting (OCBOA)” (formerly titled, “Evaluating 
the Adequacy of Disclosure in Financial Statements Prepared on the Cash, Modified Cash, or Income Tax Basis of Accounting”) 

e Auditing Interpretation No. 15 of SAS No. 62, titled “Auditor Reports on Regulatory Accounting or Presentation When the 
Regulated Entity Distributes the Financial Statements to Parties Other Than the Regulatory Agency Either Voluntarily or 
Upon Specific Request” 

e Auditing Interpretation No. 1 of SAS No. 50, Reports on the Application of Accounting Principles, titled “Requirement to 
Consult With the Continuing Accountant” 

e Attest Engagements Interpretation No. 6 of SSAE No. 10, Chapter 1, Attest Engagements, titled “Reporting on Attestation 
Engagements Performed in Accordance With Government Auditing Standards” 


In addition, conforming and editorial changes have been made throughout the literature to reflect the issuance of Statement 
on Standards for Accounting and Review Services No. 10, Performance of Review Engagements. 
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Earnings per Share Implications 

66. FASB Statement No. 128, Earnings per 
Share, requires that employee equity share op- 
tions, nonvested shares, and similar equity in- 
struments granted to employees be treated as 
potential common shares in computing diluted 
earnings per share. Diluted earnings per share 
shall be based on the actual number of options 
or shares granted and not yet forfeited, unless 
doing so would be antidilutive. If vesting in or 
the ability to exercise (or retain) an award is 
contingent on a performance or market condi- 
tion, such as the level of future earnings, the 
shares or share options shall be treated as con- 
tingently issuable shares in accordance with 
paragraphs 30-35 of Statement 128. If equity 
share options or other equity instruments are 
outstanding for only part of a period, the shares 
issuable shall be weighted to reflect the portion 
of the period during which the equity instru- 
ments are outstanding. 

67. Paragraphs 21—23 of Statement 128 provide 
guidance on applying the treasury stock 
method for equity instruments granted in 
share-based payment transactions in determin- 
ing diluted earnings per share. 


Amendments to Statement 95 
68. Statement 95 is amended by adding the un- 
derlined wording as follows: 
a. Paragraph 19, as amended by FASB State- 
ments No. 117, Financial Statements of Not-for- 
Profit Organizations, and No. 149, Amendment of 
Statement 133 on Derivative Instruments and Hedg- 
ing Activities: 

Cash inflows from financing activities are: 

a. Proceeds from issuing equity instruments 

b. Proceeds from issuing bonds, mortgages, 
notes, and from other short- or long-term bor- 
rowing 

c. Receipts from contributions and invest- 
ment income that by donor stipulation are re- 
stricted for the purposes of acquiring, con- 
structing, or improving property, plant, 
equipment, or other long-lived assets or estab- 
lishing or increasing a permanent endowment 
or term endowment 

d. Proceeds received” from derivative instru- 
ments that include financing elements” at in- 
ception 

e. Cash retained as a result of the tax de- 
ductibility of increases in the value of equity in- 
struments issued under share-based payment 
arrangements that are not included in the cost 
of goods or services that is recognizable for fi- 
nancial reporting purposes. For this purpose, 


excess tax benefits shall be determined on an 
individual award (or a portion thereof) basis. 

b. Paragraph 23 as amended by FASB State- 
ments No. 102, Statement of Cash Flows—Ex- 
emption of Certain Enterprises and Classification of 
Cash Flows from Certain Securities Acquired for Re- 
sale, and No. 145, Rescission of FASB Statements 
No. 4, 44, and 64, Amendment of FASB State- 
ment No. 13, and Technical Corrections: 

Cash outflows for operating activities are: 

a. Cash payments to acquire materials for 
manufacture or goods8d for resale, including 
principal payments on accounts and both short- 
and long-term notes payable to suppliers for 
those materials or goods. 

b. Cash payments to other suppliers and em- 
ployees for other goods or services. 
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c. Cash payments to governments for taxes, 
duties, fines, and other fees or penalties and the 
cash that would have been paid for income tax- 
es if increases in the value of equity instruments 
issued under share-based payment arrangements 
that are not included in the cost of goods or 
services recognizable for financial reporting 
purposes also had not been deductible in deter— 
mining taxable income. (This is the same 
amount reported as a financing cash inflow pur- 
suant to paragraph 19(e) of this Statement.) 

d. Cash payments to lenders and other credi- 
tors for interest. 

e. All other cash payments that do not stem 
from transactions defined as investing or financ- 
ing activities, such as payments to settle lawsuits, 
cash contributions to charities, and cash refunds 
to customers. 

c. Paragraph 27, as amended by Statement 117: 

In reporting cash flows from operating activ— 
ities, enterprises are encouraged to report major 
classes of gross cash receipts and gross cash pay- 
ments and their arithmetic sum—the net cash 
flow from operating activities (the direct 
method). Enterprises that do so should, at a 
minimum, separately report the following class- 
es of operating cash receipts and payments: 

a. Cash collected from customers, including 
lessees, licensees, and the like 

b. Interest and dividends received” 

c. Other operating cash receipts, if any 

d. Cash paid to employees and other suppli- 
ers of goods or services, including suppliers of 
insurance, advertising, and the like 

e. Interest paid 

f. Income taxes paid and, separately, the cash 
that would have been paid for income taxes if 
increases in the value of equity instruments is- 
sued under share-based payment arrangements 
that are not recognizable as a cost of goods or 
services for accounting purposes also had not 
been deductible in determining taxable income 
(paragraph 19(e)) 

g- Other operating cash payments, if any. 

Enterprises are encouraged to provide fur- 
ther breakdowns of operating cash receipts and 
payments that they consider meaningful and 
feasible. For example, a retailer or manufacturer 
might decide to further divide cash paid to em- 
ployees and suppliers (category (d) above) into 
payments for costs of inventory and payments 
for selling, general, and administrative expenses. 


Effective Dates and Transition 

69. This Statement is effective: 

a. For public entities that do not file as small 
business issuers—as of the beginning of the 
first interim or annual reporting period that be- 
gins after June 15, 2005 

b. For public entities that file as small business 
issuers—as of the beginning of the first interim 
or annual reporting period that begins after De- 
cember 15, 2005 

c. For nonpublic entities—as of the beginning 
of the first annual reporting period that begins 
after December 15, 2005. 

The effective date for a nonpublic entity that 
becomes a public entity after June 15, 2005, 
and does not file as a small business issuer is the 
first interim or annual reporting period begin- 
ning after the entity becomes a public entity. If 
the newly public entity files as a small business 
issuer, the effective date is the first interim or 
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annual reporting period beginning after De- 
cember 15, 2005, for which the entity is a pub- 
lic entity. 

70. This Statement applies to all awards granted 
after the required effective date. This Statement 
shall not be applied to awards granted in peri- 
ods before the required effective date except to 
the extent that prior periods’ awards are modi- 
fied, repurchased, or cancelled after the required 
effective date and as required by paragraph 74. 
The cumulative effect of initially applying this 
Statement, if any, shall be recognized as of the 
required effective date (paragraphs 79-82). 

71. As of the required effective date, all public 
entities and those nonpublic entities that used 
the fair-value-based method for either recogni- 
tion or disclosure under Statement 123 shall ap- 
ply the modified prospective application transi- 
tion method (paragraphs 74 and 75). For 
periods before the required effective date, those 
entities may elect to apply the modified retro- 
spective application transition method (para- 
graphs 76-78). 

72. Nonpublic entities that used the minimum 
value method in Statement 123 for either 
recognition or pro forma disclosures are re- 
quired to apply the prospective transition 
method (paragraph 83) as of the required effec- 
tive date. 

73. Early adoption of this Statement for inter- 
im or annual periods for which financial state- 
ments or interim reports have not been issued is 
encouraged.* 


Modified Prospective Application 

74. As of the required effective date, all public 
entities and those nonpublic entities that used 
the fair-value-based method for either recogni- 
tion or disclosure under Statement 123, includ- 
ing such nonpublic entities that become public 
entities after June 15, 2005, shall adopt this 
Statement using a modified version of prospec- 
tive application (modified prospective application). 
Under modified prospective application, this 
Statement applies to new awards and to awards 
modified, repurchased, or cancelled after the re- 
quired effective date. Additionally, compensa- 
tion cost for the portion of awards for which 
the requisite service has not been rendered that 
are outstanding as of the required effective date 
shall be recognized as the requisite service is 
rendered on or after the required effective date. 
The compensation cost for that portion of 
awards shall be based on the grant-date fair val- 
ue of those awards as calculated for either 
recognition or pro forma disclosures under 
Statement 123. Changes to the grant-date fair 
value of equity awards granted before the re- 
quired effective date of this Statement are pre- 
cluded. The compensation cost for those ear- 
lier awards shall be attributed to periods 
beginning on or after the required effective date 
of this Statement using the attribution method 
that was used under Statement 123, except that 
the method of recognizing forfeitures only as 
they occur shall not be continued (paragraph 





*? Tf an entity early adopts this Statement pursuant to 
paragraph 73, then the required effective date would be the 
first date in the initial period of adoption. 

3 The prohibition in paragraphs 74 and 76 of changes to 
the grant-date fair value of equity awards granted before 
the required effective date of this Statement does not ap- 
ply if the entity needs to correct an error. 
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80). Any unearned or deferred compensation 
(contra-equity accounts) related to those earlier 
awards shall be eliminated against the appropri- 
ate equity accounts. 

75. An entity that does not choose modified 
retrospective application (paragraphs 76-78 of 
this Statement) shall apply the amendments to 
Statement 95 in paragraph 68 of this Statement 
only for the interim or annual periods for 
which this Statement is adopted. 


Modified Retrospective Application 

76. All public entities and those nonpublic en- 
tities that used the fair-value-based method for 
either recognition or disclosure under State- 
ment 123, including such nonpublic entities 
that become public entities after June 15, 2005, 
may apply a modified version of retrospective 
application (modified retrospective application) to 
periods before the required effective date. Mod- 
ified retrospective application may be applied 
either (a) to all prior years for which Statement 
123 was effective™ or (b) only to prior interim 
periods in the year of initial adoption if the re- 
quired effective date of this Statement does not 
coincide with the beginning of the entity’s fiscal 
year. An entity that chooses to apply the modi- 
fied retrospective method to all prior years for 
which Statement 123 was effective shall adjust 
financial statements for prior periods to give ef- 
fect to the fair-value-based method of account- 
ing for awards granted, modified, or settled in 
cash in fiscal years beginning after December 
15, 1994, on a basis consistent with the pro for- 
ma disclosures required for those periods by 
Statement 123, as amended by FASB Statement 
No. 148, Accounting for Stock-Based Compensa- 
tion— Transition and Disclosure,* and by para- 
graph 30 of APB Opinion No. 28, Interim Fi- 
nancial Reporting. Accordingly, compensation 
cost and the related tax effects will be recog- 
nized in those financial statements as though 
they had been accounted for under Statement 
123.** Changes to amounts as originally mea- 
sured on a pro forma basis are precluded. 

77. If an entity applies the modified retrospec- 
tive application method to all prior years for 
which Statement 123 was effective and does not 
present all of those years in comparative finan- 
cial statements, the beginning balances of paid- 
in capital, deferred taxes, and retained earnings 
for the earliest year presented shall be adjusted 
to reflect the results of modified retrospective 
application to those prior years not presented. 
The effects of any such adjustments shall be dis- 
closed in the year of adoption. If an entity ap- 
plies the modified retrospective application 
method only to prior interim periods in the 
year of initial adoption, there would be no ad- 
justment to the beginning balances of paid-in 
capital, deferred taxes, or retained earnings for 
the year of initial adoption. 

78. The amendments to Statement 95 in para- 


4 A nonpublic entity shall apply this method to all prior 
years for which Statement 123’s fair-value-based method 
was adopted for recognition or pro forma disclosures if that 
date is later than when Statement 123 was first effective. 
35 For convenience, the remaining discussion in this State- 
ment refers only to Statement 123. Those references should 
be understood as referring to Statement 123, as amended 
by Statement 148. 

This provision applies to all awards regardless of whether 
they were accounted for as fixed or variable under 
Opinion 25. 


graph 68 of this Statement shall be applied to 
the same periods for which the modified retro- 
spective application method is applied. 


Transition as of the Required Effective Date 
for both Modified Prospective and Modi- 
fied Retrospective Transition Methods 

79. Transition as of the required effective date 
for instruments that are liabilities under the pro- 
visions of this Statement shall be as follows: 

a. For an instrument that had been classified as 
equity but is classified as a liability under this 
Statement, recognize a liability at its fair value 
(or portion thereof, if the requisite service has 
not been rendered). If (1) the fair value (or por- 
tion thereof) of the liability is greater or less 
than (2) previously recognized compensation 
cost for the instrument, the liability shall be rec- 
ognized first, by reducing equity (generally, 
paid-in capital) to the extent of such previously 
recognized cost and second, by recognizing the 
difference (that is, the difference between items 
(1) and (2)) in the income statement, net of any 
related tax effect, as the cumulative effect of a 
change in accounting principle. 

b. For an outstanding instrument that previous- 
ly was classified as a liability and measured at in- 
trinsic value, recognize the effect of initially 
measuring the liability at its fair value, net of 
any related tax effect, as the cumulative effect of 
a change in accounting principle.” 

80. As of the required effective date, an entity 
that had a policy of recognizing the effect of 
forfeitures only as they occurred shall estimate 
the number of outstanding instruments for 
which the requisite service is not expected to be 
rendered. Balance sheet amounts related to any 
compensation cost (excluding nonrefundable 
dividend payments), net of related tax effects, 
for those instruments previously recognized in 
income because of that policy for periods before 
the effective date of this Statement shall be 
eliminated and recognized in income as the cu- 
mulative effect of a change in accounting prin- 
ciple as of the required effective date. 

81. Except as required by paragraph 80, no 
transition adjustment as of the required effective 
date shall be made for any deferred tax assets as- 
sociated with outstanding equity instruments 
that continue to be accounted for as equity in- 
struments under this Statement. For purposes of 
calculating the available excess tax benefits if de- 
ferred tax assets need to be written off in subse- 
quent periods, an entity shall include as available 
for offset only the net excess tax benefits that 
would have qualified as such had the entity 
adopted Statement 123 for recognition purpos- 
es for all awards granted, modified, or settled in 
cash for fiscal years beginning after December 
15, 1994. In determining that amount, an enti- 
ty shall exclude excess tax benefits that have not 
been realized pursuant to Statement 109 (para- 
graph A94, footnote 82, of this Statement). An 
entity that previously has recognized deferred 
tax assets for excess tax benefits prior to their 
realization shall discontinue that practice 
prospectively and shall follow the guidance in 
this Statement and in Statement 109. 


37 If share-based compensation cost has been previously 
capitalized as part of another asset, an entity should con- 
sider whether the carrying amount of that asset should be 
adjusted to reflect amounts calculated pursuant to para- 
graphs 79(a) and 79(b). 
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82. Outstanding equity instruments that are 
measured at intrinsic value under Statement 
123 at the required effective date because it was 
not possible to reasonably estimate their grant- 
date fair value shall continue to be measured at 
intrinsic value until they are settled. 


Nonpublic Entities That Used the 
Minimum Value Method in Statement 123 
83. Nonpublic entities, including those that be- 
come public entities after June 15, 2005, that 
used the minimum value method of measuring 
equity share options and similar instruments for 
either recognition or pro forma disclosure pur- 
poses under Statement 123 shall apply this State- 
ment prospectively to new awards and to awards 
modified, repurchased, or cancelled after the re- 
quired effective date. Those entities shall contin- 
ue to account for any portion of awards out- 
standing at the date of initial application using 
the accounting principles originally applied to 
those awards (either the minimum value method 
under Statement 123 or the provisions of Opin- 
ion 25 and its related interpretive guidance). 


Required Disclosures in the Period This 
Statement Is Adopted 

84. In the period that this Statement is adopt- 
ed, an entity shall disclose the effect of the 
change from applying the original provisions of 
Statement 123** on income from continuing 
operations, income before income taxes, net in- 
come, cash flow from operations, cash flow 
from financing activities, and basic and diluted 
earnings per share. In addition, if awards under 
share-based payment arrangements with em- 
ployees are accounted for under the intrinsic 
value method of Opinion 25 for any reporting 
period for which an income statement is pre- 
sented, all public entities shall continue to pro- 
vide the tabular presentation of the following 
information that was required by paragraph 45 
of Statement 123 for all those periods: 

a. Net income and basic and diluted earnings 
per share as reported 

b. The share-based employee compensation 
cost, net of related tax effects, included in net 
income as reported 

c. The share-based employee compensation 
cost, net of related tax effects, that would have 
been included in net income if the fair-value- 
based method had been applied to all awards® 
d. Pro forma net income as if the fair-value- 
based method had been applied to all awards 

e. Pro forma basic and diluted earnings per 
share as if the fair-value-based method had been 
applied to all awards. 

The required pro forma amounts shall reflect 
the difference in share-based employee com- 
pensation cost, if any, included in net income 
and the total cost measured by the fair-value- 
based method, as well as additional tax effects, if 
any, that would have been recognized in the in- 
come statement if the fair-value-based method 


38 The effect of the change for the period in which this 
Statement is adopted will differ depending on whether a 
public entity had previously adopted the fair-value-based 
method (or a nonpublic entity had adopted the mini- 
mum value method) of Statement 123 or had continued 
to use the intrinsic value method in Opinion 25. 

39 For paragraphs 84(c)—84(e), all awards refers to awards 
granted, modified, or settled in cash in fiscal periods be- 
ginning after December 15, 1994. 
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had been applied to all awards. The required 
pro forma per-share amounts shall reflect the 
change in the denominator of the diluted earn- 
ings per share calculation as if the assumed pro- 
ceeds under the treasury stock method, includ- 
ing measured but unrecognized compensation 
cost and any excess tax benefits credited to ad- 
ditional paid-in capital, were determined under 
the fair-value-based method. 

85. A nonpublic entity that used the minimum 
value method for pro forma disclosure purposes 
under the original provisions of Statement 123 
shall not continue to provide those pro forma 
disclosures for outstanding awards accounted for 
under the intrinsic value method of Opinion 25. 


The provisions of this Statement need 


not be applied to immaterial items. 





This Statement was adopted by the unanimous vote 
of the seven members of the Financial Accounting 
Standards Board: 
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Leslie E Seidman 

Edward W. Trott 


GLOSSARY 


E1. This appendix contains definitions of cer- 
tain terms or phrases used in this Statement. 


Blackout period. A period of time during 
which exercise of an equity share option is con- 
tractually or legally prohibited. 

Broker-assisted cashless exercise. The simulta- 
neous exercise by an employee of a share option 
and sale of the shares through a broker (com- 
monly referred to as a broker-assisted exercise). 

Generally, under this method of exercise: 

a. The employee authorizes the exercise of 
an option and the immediate sale of the option 
shares in the open market. 

b. On the same day, the entity notifies the 
broker of the sale order. 

c. The broker executes the sale and notifies 
the entity of the sales price. 

d. The entity determines the minimum 
statutory tax-withholding requirements. 

e. By the settlement day (generally three days 
later), the entity delivers the stock certificates to 
the broker. 

f. On the settlement day, the broker makes 
payment to the entity for the exercise price and 
the minimum statutory withholding taxes and 
remits the balance of the net sales proceeds to 
the employee. 

Calculated value. A measure of the value of a 
share option or similar instrument determined 
by substituting the historical volatility of an ap- 
propriate industry sector index for the expected 
volatility of a nonpublic entity’s share price in 
an option-pricing model. 

Closed-form model. A valuation model that 
uses an equation to produce an estimated fair 
value. The Black-Scholes-Merton formula is a 
closed-form model. In the context of option 
valuation, both closed-form models and lattice 
models are based on risk-neutral valuation and 
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a contingent claims framework. The payoff of a 
contingent claim, and thus its value, depends on 
the value(s) of one or more other assets. The 
contingent claims framework is a valuation 
methodology that explicitly recognizes that de- 
pendency and values the contingent claim as a 
function of the value of the underlying asset(s). 
One application of that methodology is risk- 
neutral valuation in which the contingent claim 
can be replicated by a combination of the un- 
derlying asset and a risk-free bond. If that repli- 
cation 1s possible, the value of the contingent 
claim can be determined without estimating 
the expected returns on the underlying asset. 
The Black-Scholes-Merton formula is a special 
case of that replication. 

Combination award. An award with two or 
more separate components, each of which can 
be separately exercised. Each component of the 
award is actually a separate award, and compen- 
sation cost is measured and recognized for each 
component. 

Cross-volatility. A measure of the relationship 
between the volatilities of the prices of two as- 
sets taking into account the correlation between 
movements in the prices of the assets. (Refer to 
the definition of volatility.) 

Derived service period. A service period for 
an award with a market condition that is in- 
ferred from the application of certain valuation 
techniques used to estimate fair value. For ex- 
ample, the derived service period for an award 
of share options that the employee can exercise 
only if the share price increases by 25 percent at 
any time during a 5-year period can be inferred 
from certain valuation techniques. In a lattice 
model, that derived service period represents 
the duration of the median. of the distribution 
of share price paths on which the market con- 
dition is satisfied. That median is the middle 
share price path (the midpoint of the distribu- 
tion of paths) on which the market condition is 
satisfied. The duration is the period of time 
from the service inception date to the expected 
date of satisfaction (as inferred from the valua- 
tion technique). If the derived service period is 
three years, the estimated requisite service peri- 
od is three years and all compensation cost 
would be recognized over that period, unless 
the market condition was satisfied at an earlier 
date.” Further, award of fully vested, deep out- 
of-the-money share options has a derived ser- 
vice period that must be determined from the 
valuation techniques used to estimate fair value. 
(Refer to the definitions of explicit service pe- 
riod, implicit service period, and requisite 
service period.) 

Economic interest in an entity. Any type or 
form of pecuniary interest or arrangement that 
an entity could issue or be a party to, including 
equity securities; financial instruments with 
characteristics of equity, liabilities, or both; 
long-term debt and other debt-financing 
arrangements; leases; and contractual arrange- 
ments such as management contracts, service 
contracts, or intellectual property licenses. 
Employee. An individual over whom the 
grantor of a share-based compensation award 
exercises or has the right to exercise sufficient 





*7° Compensation cost would not be recognized beyond 
three years even if after the grant date the entity deter- 
mines that it is not probable that the market condition 
will be satisfied within that period. 
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control to establish an employer-employee rela- 
tionship based on common law as illustrated in 
case law and currently under U.S. Internal Rev- 
enue Service Revenue Ruling 87-41.' Ac- 
cordingly, a grantee meets the definition of an 
employee if the grantor consistently represents 
that individual to be an employee under com- 
mon law. The definition of an employee for 
payroll tax purposes under the U.S. Internal 
Revenue Code includes common law employ- 
ees. Accordingly, a grantor that classifies a 
grantee potentially subject to U.S. payroll taxes 
as an employee for purposes of applying this 
Statement also must represent that individual as 
an employee for payroll tax purposes (unless the 
grantee is a leased employee as described be- 
low). A grantee does not meet the definition of 
an employee for purposes of this Statement 
solely because the grantor represents that indi- 
vidual as an employee for some, but not all, 
purposes. For example, a requirement or deci- 
sion to classify a grantee as an employee for 
US. payroll tax purposes does not, by itself, in- 
dicate that the grantee is an employee for pur- 
poses of this Statement because the grantee also 
must be an employee of the grantor under 
common law. 

A leased individual is deemed to be an em- 
ployee of the lessee for purposes of this State- 
ment if all of the following requirements are 
met: 

a. The leased individual qualifies as a com- 
mon law employee of the lessee, and the lessor 
1s contractually required to remit payroll taxes 
on the compensation paid to the leased individ- 
ual for the services provided to the lessee. 

b. The lessor and lessee agree in writing to 
all of the following conditions related to the 
leased individual: 

1. The lessee has the exclusive right to grant 

stock compensation to the individual for the 

employee service to the lessee. 

2. The lessee has a right to hire, fire, and 

control the activities of the individual. (The 

lessor also may have that right.) 

3. The lessee has the exclusive right to deter- 

mine the economic value of the services per- 

formed by the individual (including wages 
and the number of units and value of stock 
compensation granted). 

4. The individual has the ability to partici- 

pate in the lessee’s employee benefit plans, if 

any, on the same basis as other comparable 
employees of the lessee. 

5. The lessee agrees to and remits to the 

lessor funds sufficient to cover the complete 

compensation, including all payroll taxes, of 
the individual on or before a contractually 
agreed upon date or dates. 

A nonemployee director does not satisfy this 
definition of employee. Nevertheless, for pur- 
poses of this Statement, nonemployee directors 
acting in their role as members of a board of di- 
rectors are treated as employees if those direc- 
tors were (a) elected by the employer’s share- 
holders or (b) appointed to a board position that 
will be filled by shareholder election when the 
existing term expires. However, that require- 
ment applies only to awards granted to nonem- 
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UK reporting entity based in a foreign jurisdiction 
would determine whether an employee-employer rela- 
tionship exists based on the pertinent laws of that Juris- 
diction. 
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ployee directors for their services as directors. 
Awards granted to those individuals for other 
services shall be accounted for as awards to non- 
employees for purposes of this Statement. 
Employee share ownership plan. An em- 
ployee benefit plan that is described by the Em- 
ployment Retirement Income Act of 1974 and 
the Internal Revenue Code of 1986 as a stock 
bonus plan, or combination stock bonus and 
money purchase pension plan, designed to in- 
vest primarily in employer stock. 

Equity restructuring. A nonreciprocal trans- 
action between an entity and its shareholders 
that causes the per-share fair value of the shares 
underlying an option or similar award to 
change, such as a stock dividend, stock split, 
spinoff, rights offering, or recapitalization 
through a large, nonrecurring cash dividend. 
Excess tax benefit. The realized tax benefit re- 
lated to the amount (caused by changes in the 
fair value of the entity’s shares after the mea- 
surement date for financial reporting) of de- 
ductible compensation cost reported on an em- 
ployer’s tax return for equity instruments in 
excess of the compensation cost for those in- 
struments recognized for financial reporting 
purposes. 

Explicit service period. A service period that is 
explicitly stated in the terms of a share-based pay- 
ment award. For example, an award stating that it 
vests after three years of continuous employee 
service from a given date (usually the grant date) 
has an explicit service period of three years. (Re- 
fer to derived service period, implicit service 
period, and requisite service period.) 

Fair value. The amount at which an asset (or 
liability) could be bought (or incurred) or sold 
(or settled) in a current transaction between 
willing parties, that is, other than in a forced or 
liquidation sale. 

Freestanding financial instrument. A finan- 
cial instrument that is entered into separately 
and apart from any of the entity’s other financial 
instruments or equity transactions or that is en- 
tered into in conjunction with some other 
transaction and is legally detachable and sepa- 
rately exercisable. 

Grant date. The date at which an employer 
and an employee reach a mutual understanding 
of the key terms and conditions of a share- 
based payment award. The employer becomes 
contingently obligated on the grant date to is- 
sue equity instruments or transfer assets to an 
employee who renders the requisite service. 
Awards made under an arrangement that is sub- 
ject to shareholder approval are not deemed to 
be granted until that approval is obtained unless 
approval is essentially a formality (or perfuncto- 
ry), for example, if management and the mem- 
bers of the board of directors control enough 
votes to approve the arrangement. Similarly, in- 
dividual awards that are subject to approval by 
the board of directors, management, or both 
are not deemed to be granted until all such ap- 
provals are obtained. The grant date for an 
award of equity instruments is the date that an 
employee begins to benefit from, or be adverse- 
ly affected by, subsequent changes in the price 
of the employer’s equity shares. (Refer to the 
definition of service inception date.) 

Implicit service period. A service period that 
is not explicitly stated in the terms of a share- 
based payment award but that may be inferred 
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from an analysis of those terms and other facts 
and circumstances. For instance, if an award of 
share options vests upon the completion of a 
new product design and it is probable that the 
design will be completed in 18 months, the im- 
plicit service period is 18 months. (Refer to de- 
rived service period, explicit service period, 
and requisite service period.) 

Intrinsic value. The amount by which the fair 
value of the underlying stock exceeds the exercise 
price of an option. For example, an option with 
an exercise price of $20 on a stock whose current 
market price is $25 has an intrinsic value of $5. 
(A nonvested share may be described as an option 
on that share with an exercise price of zero. 
Thus, the fair value of a share is the same as the 
intrinsic value of such an option on that share.) 
Issued, issuance, or issuing of an equity instru- 
ment. An equity instrument is issued when the 
issuing entity receives the agreed-upon consid- 
eration, which may be cash, an enforceable 
right to receive cash or another financial instru- 
ment, goods, or services. An entity may condi- 
tionally transfer an equity instrument to another 
party under an arrangement that permits that 
party to choose at a later date or for a specified 
time whether to deliver the consideration or to 
forfeit the right to the conditionally transferred 
instrument with no further obligation. In that 
situation, the equity instrument is not issued 
until the issuing entity has received the consid- 
eration. For that reason, this Statement does not 
use the term issued for the grant of stock op- 
tions or other equity instruments subject to 
vesting conditions. 

Lattice model. A model that produces an esti- 
mated fair value based on the assumed changes 
in prices of a financial instrument over succes- 
sive periods of time. The binomial model is an 
example of a lattice model. In each time peri- 
od, the model assumes that at least two price 
movements are possible. The lattice represents 
the evolution of the value of either a financial 
instrument or a market variable for the purpose 
of valuing a financial instrument. In this con- 
text, a lattice model is based on risk-neutral val- 
uation and a contingent claims framework. 
(Refer to closed-form model for an explana- 
tion of the terms risk-neutral valuation and contin- 
gent claims framework.) 

Market condition. A condition affecting the 
exercise price, exercisability, or other pertinent 
factors used in determining the fair value of an 
award under a share-based payment arrange- 
ment that relates to the achievement of (a) a 
specified price of the issuer’s shares or a speci- 
fied amount of intrinsic value indexed solely to 
the issuer’s shares or (b) a specified price of the 
issuer’s shares in terms of a similar’? (or index 
of similar) equity security (securities). 
Measurement date. The date at which the eq- 
uity share price and other pertinent factors, 
such as expected volatility, that enter into mea- 
surement of the total recognized amount of 
compensation cost for an award of share-based 
payment are fixed. 

Modification. A change in any of the terms or 
conditions of a share-based payment award. 





17? The term similar as used in this definition refers to an 
equity security of another entity that has the same type of 
residual rights. For example, common stock of one entity 
generally would be similar to the common stock of an- 
other entity for this purpose. 
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Nonpublic entity. Any entity other than one 
(a) whose equity securities trade in a public 
market either on a stock exchange (domestic or 
foreign) or in the over-the-counter market, in- 
cluding securities quoted only locally or re- 
gionally, (b) that makes a filing with a regulato- 
ry agency in preparation for the sale of any class 
of equity securities in a public market, or (c) 
that is controlled by an entity covered by (a) or 
(b). An entity that has only debt securities trad- 
ing in a public market (or that has made a filing 
with a regulatory agency in preparation to trade 
only debt securities) is a nonpublic entity for 
purposes of this Statement. 

Nonvested shares. Shares that an entity has 
not yet issued because the agreed-upon consid- 
eration, such as employee services, has not yet 
been received. Nonvested shares cannot be sold. 
The restriction on sale of nonvested shares is 
due to the forfeitability of the shares if specified 
events occur (or do not occur). 

Performance condition. A condition affecting 
the vesting, exercisability, exercise price, or oth- 
er pertinent factors used in determining the fair 
value of an award that relates to both (a) an em- 
ployee’s rendering service for a specified (either 
explicitly or implicitly) period of time and (b) 
achieving a specified performance target that is 
defined solely by reference to the employer’s 
own operations (or activities). Attaining a speci- 
fied growth rate in return on assets, obtaining 
regulatory approval to market a specified prod- 
uct, selling shares in an initial public offering or 
other financing event, and a change in control 
are examples of performance conditions for 
purposes of this Statement. A performance tar- 
get also may be defined by reference to the 
same performance measure of another entity or 
group of entities. For example, attaining a 
growth rate in earnings per share that exceeds 
the average growth rate in earnings per share of 
other entities in the same industry is a perfor- 
mance condition for purposes of this Statement. 
A performance target might pertain either to 
the performance of the enterprise as a whole or 
to some part of the enterprise, such as a division 
or an individual employee. 

Public entity. An entity (a) with equity securi- 
ties that trade in a public market, which may be 
either a stock exchange (domestic or foreign) or 
an over-the-counter market, including securi- 
ties quoted only locally or regionally, (b) that 
makes a filing with a regulatory agency in 
preparation for the sale of any class of equity se- 
curities in a public market, or (c) that is con- 
trolled by an entity covered by (a) or (b). That 
is, a subsidiary of a public entity is itself a. public 
entity. An entity that has only debt securities 
trading in a public market (or that has made a 
filing with a regulatory agency in preparation to 
trade only debt securities) is not a public entity 
for purposes of this Statement. 

Related party. An affiliate of the reporting en- 
tity; another entity for which the reporting en- 
tity’s investment is accounted for by the equity 
method; trusts for the benefit of employees, 
such as pension and profit-sharing trusts that are 
managed by or under the trusteeship of man- 
agement, principal owners and management of 
the entity; members of the immediate families 
of principal owners of the entity and its man- 
agement; and other parties with which the en- 
tity may deal if one party controls or can signif- 
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icantly influence the management or operating 
policies of the other to an extent that one of 
the transacting parties might be prevented from 
fully pursuing its own separate interests. Anoth- 
er party also is a related party if it can signifi- 
cantly influence the management or operating 
policies of the transacting parties or if it has an 
ownership interest in one of the transacting par- 
ties and can significantly influence the other to 
an extent that one or more of the transacting 
parties might be prevented from fully pursuing 
its own separate interests. This definition is the 
same as the definition of related parties in para- 
graph 24 of FASB Statement No. 57, Related 
Party Disclosures, 

Reload feature and reload option. A reload 
feature provides for automatic grants of addi- 
tional options whenever an employee exercises 
previously granted options using the entity’s 
shares, rather than cash, to satisfy the exercise 
price. At the time of exercise using shares, the 
employee is automatically granted a new op- 
tion, called a reload option, for the shares used 
to exercise the previous option. 

Replacement award. An award of share-based 
compensation that is granted (or offered to 
grant) concurrently with the cancellation of an- 
other award. 

Requisite service period (and requisite ser- 
vice). The period or periods during which an 
employee is required to provide service in ex- 
change for an award under a share-based pay- 
ment arrangement. The service that an employee 
is required to render during that period is re- 
ferred to as the requisite service. The requisite ser- 
vice period for an award that has only a service 
condition is presumed to be the vesting period, 
unless there is clear evidence to the contrary. If 
an award requires future service for vesting, the 
entity cannot define a prior period as the requi- 
site service period. Requisite service periods may 
be explicit, implicit, or derived, depending on 
the terms of the share-based payment award. 
Restricted share. A share for which sale is 
contractually or governmentally prohibited for a 
specified period of time. Most grants of shares 
to employees are better termed nonvested shares 
because the limitation on sale stems solely from 
the forfeitability of the shares before employees 
have satisfied the necessary service or perfor- 
mance condition(s) to earn the rights to the 
shares. Restricted shares issued for consideration 
other than employee services, on the other 
hand, are fully paid for immediately. For those 
shares, there is no period analogous to a requi- 
site service period during which the issuer is 
unilaterally obligated to issue shares when the 
purchaser pays for those shares, but the purchas- 
er is not obligated to buy the shares. This State- 
ment uses the term restricted shares to refer only 
to fully vested and outstanding shares whose 
sale is contractually or governmentally prohibit- 
ed for a specified period of time.’ (Refer to 
the definition of nonvested shares.) 
Restriction. A contractual or governmental 
provision that prohibits sale (or substantive sale 
by using derivatives or other means to effective- 
ly terminate the risk of future changes in the 





173 Vested equity instruments that are transferable to an 
employee’s immediate family members or to a trust ben- 
efits only those family members are restricted if the trans- 
ferred instruments retain the same prohibition on sale to 
third parties. 


share price) of an equity instrument for a speci- 
fied period of time. 

Service condition. A condition affecting the 
vesting, exercisability, exercise price, or other 
pertinent factors used in determining the fair 
value of an award that depends solely on an 
employee rendering service to the employer for 
the requisite service period. A condition that 
results in the acceleration of vesting in the event 
of an employee’s death, disability, or termina- 
tion without cause is a service condition. 
Service inception date. The date at which the 
requisite service period begins. The service in- 
ception date usually is the grant date, but the ser- 
vice inception date may differ from the grant date 
(refer to Illustration 3, paragraphs A79—A85). 
Settle, settled, or settlement of an award. An 
action or event that irrevocably extinguishes the 
issuing entity’s obligation under a share-based 
payment award. Transactions and events that 
constitute settlements include (a) exercise of a 
share option or lapse of an option at the end of 
its contractual term, (b) vesting of shares, (c) 
forfeiture of shares or share options due to fail- 
ure to satisfy a vesting condition, and (d) an en- 
tity’s repurchase of instruments in exchange for 
assets or for fully vested and transferable equity 
instruments. The vesting of a share option is 
not a settlement as that term is used in this 
Statement because the entity remains obligated 
to issue shares upon exercise of the option. 
Share option. A contract that gives the holder 
the right, but not the obligation, either to pur- 
chase (to call) or to sell (to put) a certain num- 
ber of shares at a predetermined price for a 
specified period of time. Most share options 
granted to employees under share-based com- 
pensation arrangements are call options, but 
some may be put options. 

Share unit. A contract under which the holder 
has the right to convert each unit into a speci- 
fied number of shares of the issuing entity. 
Share-based payment (or compensation) 
arrangement. An arrangement under which 
(a) one or more suppliers of goods or services 
(including employees) receive awards of equity 
shares, equity share options, or other equity in- 
struments or (b) the entity incurs liabilities to 
suppliers (1) in amounts based, at least in part’, 
on the price of the entity’s shares or other equi- 
ty instruments or (2):that require or may require 
settlement by issuance of the entity’s shares. For 
purposes of this Statement, the term shares in- 
cludes various forms of ownership interest that 
may not take the legal form of securities (for 
example, partnership interests), as well as other 
interests, including those that are liabilities in 
substance but not in form. Equity shares refers 
only to shares that are accounted for as equity. 
Share-based payment (or compensation) 
transaction. A transaction under a share-based 
payment arrangement, including a transaction 
in which an entity acquires goods or services 
because related parties or other holders of eco- 
nomic interests in that entity awards a share- 
based payment to an employee or other supplier 
of goods or services for the entity’s benefit. 
Short-term inducement. An offer by the en- 





74 The phrase at least in part is used because an award 
may be indexed to both the price of the entity’s shares 
and something other than either the price of the entity’s 
shares or a market, performance, or service condition. 


April 2005 


tity that would result in modification or settle- 
ment of an award to which an award holder 
may subscribe for a limited period of time. 
Small business issuer. A public entity that is 
an SEC registrant that files as a small business is- 
suer under the Securities Act of 1933 or the Se- 
curities Exchange Act of 1934. At the date this 
Statement was issued, a small business issuer was 
defined as an entity that meets all of the follow- 
ing criteria: 

a. It has revenues of less than $25 million. 

b. It is a U.S. or Canadian issuer. 

c. It is not an investment company. 

d. If the entity is a majority-owned sub- 
sidiary, the parent company also is a small busi- 
ness issuer. 

However, regardless of whether it satisfies 
those criteria, an entity is not a small business 
issuer if the aggregate market value of its out- 
standing securities held by nonaffiliates is $25 
million or more. 

The definition of a small business issuer is a 
matter of U.S. federal securities law and 1s sub- 
ject to change. The effective date provisions of 
this Statement for a small business issuer apply 
only to an entity that files as a small business is- 
suer under the related definition at that date. 
Tandem award. An award with two (or more) 
components in which exercise of one part can- 
cels the other(s). 

Terms of a share-based payment award. The 
contractual provisions that determine the nature 
and scope of a share-based payment award. For 
example, the exercise price of share options is 
one of the terms of an award of share options. 
As indicated in paragraph 34 of this Statement, 
the written terms of a share-based payment 
award and its related arrangement, if any, usual- 
ly provide the best evidence of its terms. How- 
ever, an entity’s past practice or other factors 
may indicate that some aspects of the substan- 
tive terms differ from the written terms. The 
substantive terms of a share-based payment 
award as those terms are mutually understood 
by the entity and a party (either an employee or 
a nonemployee) who receives the award pro- 
vide the basis for determining the rights con- 
veyed to a party and the obligations imposed on 
the issuer, regardless of how the award and re- 
lated arrangement, if any, are structured. Also 
refer to paragraph 6 of this Statement. 

Time value of an option. The portion of the 
fair value of an option that exceeds its intrinsic 
value. For example, a call option with an exer- 
cise price of $20 on a stock whose current mar- 
ket price is $25 has intrinsic value of $5. If the 
fair value of that option is $7, the time value of 
the option is $2 ($7.— $5). 

Vest, Vesting, or Vested. To earn the rights to. 
A share-based payment award becomes vested at 
the date that the employee’s right to receive or 
retain shares, other instruments, or cash under 
the award is no longer contingent on satisfaction 
of either a service condition or a performance 
condition. Market conditions are not vesting 
conditions for purposes of this Statement. 

For convenience and because the terms are 
commonly used in practice, this Statement refers 
to vested or nonvested options, shares, awards, and 
the like, as well as vesting date. The stated vesting 
provisions of an award often establish the requi- 
site service period, and an award that has 
reached the end of the requisite service period is 
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vested. However, as indicated in the definition 
of requisite service period, the stated vesting period 
may differ from the requisite service period in 
certain circumstances. Thus, the more precise 
(but cumbersome) terms would be options, 
shares, or awards for which the requisite service has 
been rendered and end of the requisite service period. 
Volatility. A measure of the amount by which a 
financial variable such as a share price has fluctuat- 
ed (historical volatility) or is expected to fluctuate 
(expected volatility) during a period. Volatility also 
may be defined as a probability-weighted measure 
of the dispersion of returns about the mean. The 
volatility of a share price is the standard deviation 
of the continuously compounded rates of return 
on the share over a specified period. That is the 
same as the standard deviation of the differences 
in the natural logarithms of the stock prices plus 
dividends, if any, over the period. The higher 
the volatility, the more the returns on the shares 
can be expected to vary—up or down. Volatili- 
ty 1s typically expressed in annualized terms. 





Ethics Interpretation 


Ethics interpretations and rulings are promulgated by 
the executive committee of the professional ethics divi- 
sion to provide guidelines as to the scope and applica- 
tion of the rules but are not intended to limit such 
scope or application. Publication of an interpretation 
or ethics ruling in the Journal of Accountancy con- 
stitutes notice to members. A member who departs 
from interpretations or rulings shall have the burden of 
justifying such departure in any disciplinary hearing. 


(The Professional Ethics Executive Committee 
has revised Ethics Interpretation 101-3, under 
Rule 101 [AICPA, Professional Standards, 
vol. 2, ET section 101.05] to clarify the applica- 
bility and intent of the interpretation and ensure 
its continued effectiveness in promoting indepen- 
dence when a member renders nonattest services 
to an attest client. Added text is in boldface ital- 
ics; deleted text is struck through). 


-05 101-3—Performance of nonattest ser- 
vices. Before a member or his or her firm 
(“member”) performs nonattest services (for 
example, tax or consulting services) for an attest 
client,* the member should determine that the 
requirements described in this interpretation 
have been met. In cases where the requirements 
have not been met during the period of the 
professional engagement or the period covered 
by the financial statements, the member’s inde- 
pendence would be impaired. 


Engagements Subject to Independence 
Rules of Certain Regulatory Bodies 
This interpretation requires compliance with 





* A member who performs a compilation engagement for a 
client should modify the compilation report to indicate a 
lack of independence if the member does not meet all of 
the conditions set out in this interpretation when providing 
a nonattest service to that client (see Statement on Stan- 
dards for Accounting and Review Services No. 1, Compila- 
tion and Review of Financial Statements [AR section 100.19)). 


independence regulations of authoritative regu- 
latory bodies (such as the Securities and Ex- 
change Commission [SEC], the General Ac- 
counting Office [GAO], the Department of 
Labor [DOL], and state boards of accountancy) 
where a member performs nonattest services for 
an attest client and is required to be indepen- 
dent of the client under the regulations of the 
applicable regulatory body. Accordingly, failure 
to comply with the nonattest services provisions 
contained in the independence rules of the ap- 
plicable regulatory body that are more restrictive 
than the provisions of this interpretation would 
constitute a violation of this interpretation. 


General Requirements for Performing 
Nonattest Services 
1. The member should not perform manage- 
ment functions or make management decisions 
for the attest client. However, the member may 
provide advice, research materials, and recom- 
mendations to assist the client's management in 
performing its functions and making decisions. 
2. The client must agree to perform the follow- 
ing functions in connection with the engage- 
ment to perform nonattest services: 

a. Make all management decisions and per- 
form all management functions; 

b. Designate an individ- 
ual who possesses suitable skill, knowledge, 


and/or experience, preferably within senior - 


management, to oversee the services; 

c. Evaluate the adequacy and results of the 
services performed; 

d. Accept responsibility for the results of the 
services; and 

e. Establish and maintain internal controls, 
including monitoring ongoing activities. 

The member should be satisfied that the 
client will be able to meet all of these criteria 
and make an informed judgment on the results 
of the member’s nonattest services. In assessing 
whether the competeney-efthechents desig- 
nated individual employee possesses suitable 
skill, knowledge, and/or experience, the mem- 
ber should be satisfied that such individual un- 
derstands the services to be performed suffi- 
ciently to oversee them. However, the individual 
is not required to possess the expertise to perform 
or re-perform the services. 

In cases where the client is unable or unwill- 
ing to assume these responsibilities (for exam- 
ple, the client does not have an individual with 
the suitable skill, knowledge, and/or experience 
Reeessany-competence to oversee the nonattest 
services provided, or is unwilling to perform 
such functions due to lack of time or desire), 
the member’s provision of these services would 
impair independence. 

3. Before performing nonattest services, the 
member should establish and document in 





* Arrivolatec-anc-inadvertent failure to prepare the re- 
quired documentation would not impair independence, 
but would be considered a violation of Rule 202—Com- 
pliance with Standards, provided that the member did 
establish the understanding with the client. thesember 





writing® his or her understanding with the 
client (board of directors, audit committee, or 
management, as appropriate in the circum- 
stances) regarding the following: 

a. Objectives of the engagement 

b. Services to be performed 

c. Client’s acceptance of its responsibilities 

d. Member’s responsibilities : 

e. Any limitations of the engagement 

The documentation requirement does not 
apply to: 

: oe ee oe re 
f c - Leli 1 : x c mi 

$-a. Nonattest services performed prior to 
January 1, 2005. 

é-b. Nonattest services performed prior to 
the client becoming an attest client.® 

General requirements 2 and 3 above do not 
apply to certain routine activities performed by 
the member such as providing advice and re- 
sponding to the client’s questions as part of the 
normal client-member relationship. 


General Activities 

The following are some general activities that 
would be-eonsidered-te-impair a member’s in- 
dependence: 

w Authorizing, executing or consummating a 
transaction, or otherwise exercising authority 
on behalf of a client or having the authority to 
do so 

m Preparing source documents” in electronic or 
other form, evidencing the occurrence ofa 
transaction 

w Having custody of client assets 

@ Supervising client employees in the perfor- 
mance of their normal recurring activities 

g Determining which recommendations of the 
member should be implemented 

w Reporting to the board of directors on behalf 
of management 

@ Serving as a client’s stock transfer or escrow 
agent, registrar, general counsel or its equivalent 


Specific Examples of Nonattest Services 

The examples in [the table on pages 109-110] 
identify the effect that performance of certain 
nonattest services for an attest client can have on 
a member's independence. These examples pre- 
sume that the general requirements in the previ- 
ous section “General Requirements for Per- 
forming Nonattest Services” have been met and 
are not intended to be all-inclusive of the types 
of nonattest services performed by members. 


(continued on page 111) 





® However, upon the acceptance of an attest engagement, 
the member should prepare written documentation 
demonstrating his or her compliance with the other gen- 
eral requirements during the period covered by the fi- 
nancial statements, including the requirement to establish 
an understanding with the client. 

7 Source documents are the documents upon which evi- 
dence of an accounting transaction ate initially recorded. 
Source documents are often followed by the creation of 
many additional records and reports, which do not, how- 
ever, qualify as initial recordings. Examples of source doc- 
uments are purchase orders, payroll time cards, and cus- 
tomer orders. 


All rights reserved. For information about the procedure for requesting permission to make copies of any part of this work, please call the AICPA Copyright Permissions 
Hotline at (201) 938-3245. A Permissions Request Form for e-mailing requests is available at www.aicpa.org by clicking on the copyright notice on any page. Other- 
wise, requests should be written and mailed to the Permissions Department, AICPA, Harborside Financial Center, 201 Plaza Three, Jersey City, NJ 07311-3881. 
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Type of Nonattest Service 


Bookkeeping 


Payroll and other 
disbursement 


‘Benefit plan 
administration’ 


Independence Would Not Be Impaired 


@ Record transactions for which management 
has determined or approved the appropriate 
account classification, or post coded transactions 
to a client’s general ledger. 

@ Prepare financial statements based on 
information in the trial balance. 

w Post client-approved entries to a client's trial 
balance. 

m Propose standard, adjusting, or correcting 
journal entries or other changes affecting the 
financial statements to the client provided the 
client reviews the entries and the member is satisfied 
that management understands the nature of the 
proposed entries and the impact the entries have 
on the financial statements. 


a Using payroll time records provided and approved 
by the client, generate unsigned checks, or process _ 
client's payzoll. 

i Transmit client-approved payroll or other 
disbursement information to a financial institution 
provided the client has authorized the member to 
make the transmission and has made arrangements 


for the financial institution to limit the corresponding _ 


individual payments as to amount and payee. In - 


addition, once transmitted, the client must authorize : 


the financial institution to process the information. 
= Make electronic payroll tax payments in i 
accordance with US. Treasury Department or 
comparable guidelines provided the client has 
made arrangements for its financial oe 

to limit such payments toa named payee.” 


tl Communicate enity plan data t to cia 
trustee. | 


m Advise client management dns the 
application or impact of provisions of the plan | 
document. ; 

m Process transactions (e.g., teen benefit 
elections or increase/decrease contributions to 

the plan; data entry; participant confirmations; and 
processing of distributions and loans) initiated by 


_ plan participants through the member’ electronic 


medium, such as an interactive voice response 
system or Internet connection or other media. 

= Prepare account valuations for plan participants 
using data collected through the member's 
electronic or other media. o 

= Prepare and transmit participant statements to 
plan participants based on data collected through 
the member's electronic or other medium. 


Impact on Independence of Performance of Nonattest Services 


Independence Would Be Impaired 


@ Determine or change journal entries, 
account codings or classification for 
transactions, or other accounting records 
without obtaining client approval. 

w Authorize or approve transactions. 

w Prepare source documents. 

m Make changes to source documents 
without client approval. 


_ m Accept responsibility to authorize payment 
of client funds, electronically or otherwise, 
except as specifically provided for with _ 
respect to electronic payroll tax payments. 

gp Accept responsibility to sign or cosign 
client checks, even if only i in emergency 

_ situations. 

g Maintain a client’s bank account or 
otherwise have custody of a client's funds 
or make credit o or eee ne decisions for the 
=, chent. 
_ g Sign payroll tax return on behalf of 
_ client management. 
_@ Approve vendor invoices for payment 


Make policy decisions on behalf of 

_ client management. — 

_ When dealing with plan participants, 

_ interpret the plan document on behalf 
of management without first obtaining 

-management’s concurrence. 

_ m Make disbursements on behalf of the plan. 

_m Have custody of assets of a plan. 
w Serve a plan as a fiduciary as defined by 
ERISA. 


x 


(continued on page 110) 


® Although this type of transaction may be considered by some to be similar to signing checks or disbursing funds, the Professional Ethics Executive Committee concluded that 


making electronic payroll tax payments under the specified criteria would not impair a member's independence. 


® When auditing plans subject to the Employee Retirement Income Security Act (ERISA), Department of Labor (DOL) regulations, which may be more restrictive, must be 


followed. 
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Impact on Independence of Performance of Nonattest Services (continued) 


Type of Nonattest Service Independence Would Not Be Impaired Independence Would Be Impaired 


Investment—advisory or = Recommend the allocation of funds that a client 
management should invest in various asset classes, depending upon 
5 the client’s desired rate of return, risk tolerance, etc. 

m Perform recordkeeping and reporting of client’s 
portfolio balances including providing a comparative 
analysis of the — investments to ey 
benchmarks. 

w Review the manner in which a client's porte 

is being managed by investment account managers, 
including determining whether the managers are (1) 
following the guidelines of the client’s investment 
policy statement; (2) meeting the client’s investment 
objectives; and (3) conforming to the cient stated 
investment styles. 

@ Transmit a client's investment selection to a 
broker-dealer or equivalent provided the client 
has authorized the broker-dealer or equivalent t to 
execute the transaction. / 


Corporate finance— @ Assist in ides corporate strategies. 
consulting or advisory __ @ Assist in identifying or introducing the client to 
oe possible sources of capital that meet the client's 
specifications or criteria. 
@ Assist in analyzing the effects of proposed 
_transactions including providing advice to a client 
during negotiations with potential buyers, sellers, oo 1 pl cement memoranda ° 
or capital sources, oe. 2s oeumnents, : 
@ Assist in drafting an on document or =—_ @ Maintain custody of client sec 
‘memorandum. he 
a Participate i in transaction negotiations i in an 
advisory capacity. : 
_@ Be named as a francal ahd ina client’ private 
_ placement memoranda or offering documents. 


Executive or employee _ g Recouineae a postin: description or candidate 

search specifications. . 
@ Solicit and perform screening of candidates and ~ 
recommend qualified candidates to a client based on 
the client-approved criteria (e.g., required “ ae 
experience). 
a Participate in Sakae: hiring or compensation 
discussions in an advisory capacity. ; 


Business risk consulting m Provide assistance in assessing the client’s business 
risks and control processes. 
= Recommend a plan for making improvements _ 
to a client’s control processes and assist in 
implementing these improvements. 


Information systems— @ Install or integrate a client’s financial information - m Design or develop a clie 
design, installation or system, that was not designed or developed by the information system. 
integration member (e.g., an off-the-shelf accounting package). : 

m Assist in setting up the client’s chart of accounts 

and financial statement format with respect to the 

client’s financial information system. 

w Design, develop, install, or integrate a client’s 

information system that is unrelated to the client’s 

_ financial statements or accounting records. - oe Openite: a dienes ides 
m Provide training and instruction to client = (LAN) system. 
employees on an information and control system. _ VS ee 
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‘Appraisal, Valuation, and Actuarial Services 
Independence would be impaired if a member 
performs an appraisal, valuation, or actuarial 
service for an attest client where the results of 
the service, individually or in the aggregate, 
would be material to the financial statements 
and the appraisal, valuation, or actuarial service 
involves a significant degree of subjectivity. 

Valuations performed in connection with, 
for example, employee stock ownership plans, 
business combinations, or appraisals of assets or 
liabilities generally involve a significant degree 
of subjectivity. Accordingly, if these services 
produce results that are material to the financial 
statements, independence would be impaired. 

An actuarial valuation of a client’s pension or 
postemployment benefit liabilities generally 
produces reasonably consistent results because 
the valuation does not require a significant de- 
gree of subjectivity. Therefore, such services 
would not impair independence. In addition, 
appraisal, valuation, and actuarial services per- 
formed for nonfinancial statement purposes 
would not impair independence.*® However, in 
performing such services, all other requirements 
of this interpretation should be met, including 
that all significant assumptions and matters of 
judgment are determined or approved by the 
client and the client is in a position to have an 


1© Examples of such services may include appraisal, valua- 
tion, and actuarial services performed for tax planning or 
tax compliance, estate and gift taxation, and divorce pro- 


ceedings. 
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informed judgment on, and accepts responsibil- 
ity for, the results of the service. 


Internal Audit Assistance Services 
Internal audit services involve assisting the client 
in the performance of its internal audit activi- 
ties, sometimes referred to as “internal audit 
outsourcing.” In evaluating whether indepen- 
dence would be impaired with respect to an at- 
test client, the nature of the service needs to be 
considered. 

Assisting the client in performing financial 
and operational" internal audit activities would 
impair independence unless the member takes 


* For example, a member may assess whether perfor- 
mance is in compliance with management’s policies and 
procedures, to identify opportunities for improvement, 
and to develop recommendations for improvement or 
further action for management consideration and deci- 
sion making. 

12 As part of its responsibility to establish and maintain 
internal control, management monitors internal control 
to assess the quality of its performance over time. Moni- 
toring can be accomplished through ongoing activities, 
separate evaluations, or a combination of both. Ongoing 
monitoring activities are the procedures designed to assess 
the quality of internal control performance over time and 
built into the normal recurring activities of an entity; 
they include regular management and supervisory activi- 
ties, comparisons, reconciliations, and other routine ac- 
tions. Separate evaluations focus on the continued effec- 
tiveness of a client’s internal control. A member’s 
independence would not be impaired by the perfor- 
mance of separate evaluations of the effectiveness of a 
client’s internal control, including separate evaluations of 
the client’s ongoing monitoring activities. 


il 


Recommended CPE Credit (based on a 100-minute hour): 4 
Recommended CPE Credit (based on a 50-minute hour): 8 


wee sevice accountancy have final authority on the acceptance of individual courses for CPE credit. Complaints 
regarding QAS program sponsors may be addressed to NASBA, 150 Fourth Avenue North, Suite 700, Nashville, TN 37219-2417. 


Web site: www.nasba.org 


6 v 
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appropriate steps to ensure that the client un- 
derstands its responsibility for establishing and 
maintaining the internal control system” and 
directing the internal audit function, including 
the management thereof. Accordingly, any out- 
sourcing of the internal audit function to the 
member whereby the member in effect man- 
ages the internal audit activities of the client 
would impair independence. 

In addition to the general requirements of 
this interpretation, the member should ensure 
that client management: 

w Designates an eempetent™ individual or indi- 
viduals, who possess suitable skill, knowledge, 
and/or experience, preferably within senior 
management, to be responsible for the internal 
audit function; 

= Determines the scope, risk, and frequency of 
internal audit activities, including those to be 
performed by the member providing internal 
audit assistance services; 

w Evaluates the findings and results arising from 
the internal audit activities, including those per- 
formed by the member providing internal audit 
assistance services; and 

uw Evaluates the adequacy of the audit proce- 
dures performed and the findings resulting 
from the performance of those procedures by, 





savings opportunities! 


j 
1 
i 
| 
| 
| 


OAS Credit': 8 

732780CNO4 

AICPA Member $89.00 Nonmember $111.25 
Cerne www.cpa2biz.com/cpe | 
CNG) ~ BBB777.7077 


onal tax planning and preparation guidance, please visit www.cpa2biz.com/cpe 





April 2005 


JOURNAL of ACCOUNTANCY 


111 


OFFICIAL RELEASES a | 


among other things, obtaining reports from the 
member. 

The member should also be satisfied that the 
client’s board of directors, audit committee, or 
other governing body is informed about the 
member’s and management's respective roles 
and responsibilities in connection with the en- 
gagement. Such information should provide the 
client’s governing body a basis for developing 
guidelines for management and the member to 
follow in carrying out these responsibilities and 
monitoring how well the respective responsibil- 
ities have been met. 

The member is responsible for performing 
the internal audit procedures in accordance 
with the terms of the engagement and report- 
ing thereon. The performance of such proce- 
dures should be directed, reviewed, and super- 
vised by the member. The report should 
include information that allows the individual 
responsible for the internal audit function to 
evaluate the adequacy of the audit procedures 
performed and the findings resulting from the 
performance of those procedures. 

This report may include recommendations 
for improvements in systems, processes, and 
procedures. The member may assist the individ- 
ual responsible for the internal audit function in 
performing preliminary audit risk assessments, 
preparing audit plans, and recommending au- 
dit priorities. However, the member should 
not undertake any responsibilities that are re- 
quired, as described above, to be performed by 


Conscience 
of the 


Profession 


A Personal Journey 


the individual responsible for the internal audit 
function. 

The following are examples of activities (in 
addition to those listed in the “General Activi- 
ties” section of this interpretation) that, if per- 
formed as part of an internal audit assistance en- 
gagement, would impair independence: 
= Performing ongoing monitoring activities or 
control activities (for example, reviewing loan 
originations as part of the client’s approval 
process or reviewing customer credit informa- 
tion as part of the customer’s sales authorization 
process) that affect the execution of transactions 
or ensure that transactions are properly execut- 
ed, accounted for, or both, and performing 
routine activities in connection with the client’s 
operating or production processes that are 
equivalent to those of an ongoing compliance 
or quality control function 
w Determining which, if any, recommendations 
for improving the internal control system 
should be implemented 
& Reporting to the board of directors or audit 
committee on behalf of management or the indi- 
vidual responsible for the internal audit function 
w Approving or being responsible for the overall 
internal audit work plan including the determi- 
nation of the internal audit risk and scope, pro- 
ject priorities, and frequency of performance of 
audit procedures 
m Being connected with the client as an em- 
ployee or in any capacity equivalent to a mem- 
ber of client management (for example, being 


listed as an employee in client directories or 
other client publications, permitting himself or 
herself to be referred to by title or description 
as supervising or being in charge of the client’s 
internal audit function, or using the client’s let- 
terhead or internal correspondence forms in 
communications) 

The foregoing list is not intended to be all- 
inclusive. 

Services involving an extension of the proce- 
dures that are generally of the type considered 
to be extensions of the member’s audit scope 
applied in the audit of the client’s financial 
statements, such as confirming of accounts re- 
ceivable and analyzing fluctuations in account 
balances, are not considered internal audit assis- 
tance services and would not impair indepen- 
dence even if the extent of such testing exceeds 
that required by generally accepted auditing 
standards. In addition, engagements performed 
under the attestation standards would not be 
considered internal audit assistance services and 
therefore would not impair independence. 


Transition 

Independence would not be impaired as a result 
of the more restrictive requirements of interpre- 
tation 101-3, provided the provision of any 
such nonattest services are pursuant to arrange- 
ments in existence on December 31, 2003, and 
are completed by December 31, 2004, and the 
member was in compliance with the preexist- 
ing requirements of this interpretation. a 


ELI MASON’S NEW BOOK 
Records the Rise and Fall of the Accounting Profession 


HIGHLIGHTS 


* The Blame and the Shame 
* The Tax Shelter Scams 

%* Rotation of Auditors 

%* Starting a Practice 


% First Professional Confrontation 
%* Early Rainmakers 
%* Some Favorite Clients 


Eli Mason wrote his first article, “Audit the Auditor,” in 1941 at the age of 20 and 
submitted it to the Journal of Accountancy — it was not published. Since that 
time, he has written over 90 published articles which are included in this book. 


Baruch College, City University of New York, bestowed the honorary degree 


Eli Mason, CPA 


Doctor of Humane Letters (LHD) on him. The American Accounting Associ- 
ation, consisting of professors of accountancy, presented its Exemplar Award to 


Mason for notable contributions to professionalism and ethics. 


To purchase a copy of CONSCIENCE OF THE PROFESSION — A PERSONAL JOURNEY (288 pages), mail check for $19.95 to: 


Eli Mason 


1212 Avenue of the Americas — 24th FI. 


New York, NY 10036 


Address: eee 


City, State, Zip; eee eee 
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VERTISING OFFICE: _ 
P.O. Box 1510 
. Clearwater, FL 33757-1510 








Telephones: (800) 237-9851 
(727) 443-7666 
Fax (727) 445-9380 





Consulting Partners and Managers. Consulting 
positions available with national and regional firms 
for litigation services, dispute analysis, bankruptcy, 
corporate reorganization, forensic, and business 
valuation. Individuals or total consulting practices. 
Compensation to over $250K. Send resume or call: 
Storevik Financial Search & Associates, Inc., 2658 
Del Mar Heights Road, PMB #213, Del Mar, CA 
92130. (858) 792-0433. Fax: (858) 792-8443. Email: 
tstorev1@san.rr.com Website: sfsacorp.com 


Audit (IT and Internal) nationwide. All states; all lev- 
els; public accounting and all industries. Email confi- 
dential resume: donmay@alliedsearchinc.com 


Qualified Audit Seniors 
and Fund Accountants 
required for immediate and 
September ‘05 start. 

Earn a higher, tax-free salary with a 
globally renowned firm and have 
the time of your life. 

Any questions? 


To find out everything you need to know about 
living and working in the Cayman Islands and 
Bermuda, log on to www.cmlor.com today. 


cml E> offshore recruitment 
_ 





CPA -—-CPA firm, Palm Springs, California seeks 
staff member to service high net worth clients with 
3-5 years experience with CPA (additional years ex- 
perience needed for non-CPA). Partner opportunity 
for non-rain maker technician. Community offers a 
quality lifestyle and affordable housing. Progressive 
firm, profit sharing, all benefits. Email resume to: 
rahcpa@aol.com 


Tax and accounting speakers/writers wanted. If 
you would be interested in working as a writer or 
speaker at live seminars for a nationally recognized 
tax and accounting seminar company during the off- 
season, please submit your resume to the following 
address: P.O. Box 61575, Vancouver, WA 98666. 
Premium rates paid. 





CPA firms: Los Angeles and New York City. Many 
positions with top 25 firms. Contact: Larry Ackerman, 
CPA, Spectrum Search, (310) 286-6923. Resume to: 
Larry@SpectrumSearch.net 


Professional Services 


We buy fractional interests in private limited partner- 
ships. Real estate, oil and gas, cable, technology. 10% 
referral fee paid to accounting professionals. Since 
1994. Landmark Capital II; LLC, (303) 368-8836. 


Higeger €f Associates LLC 


Intelligent Insurance & Financial Solunions 


Higger & Associates is seeking strategic rela- 
tionships with accounting firms, to establish 
“in-house” insurance agencies. Our core compe- 
tency lies in property and casualty insurance. 
We are familiar with Sarbanes Oxley, mergers 
and acquisitions, SEC compliance, professional 
liability, directors and officers coverage, corpo- 
rate governance, public offerings as well as 
PERSONAL insurance protection (auto, home, 
valuable items, etc.) including family office 
coverage. In addition, we are capable of han- 
dling your client’s life insurance and benefits 
needs. Please visit www. higinsurance.com and 
call me if interested in pursuing a mutually ben- 


eficial relationship! 


David Higger 
(212) 679-8000 
dhigger@higinsurance.com 


Higger & Associates LLC 
Personalized Insurance Services 
16 East 40th Street, 6th Floor 
New York, NY 10016 





Books/ Publications 


Learn Excel from MrExcel. Free chapter each week 
via email. www.MrExcel.com 


Business For Sale 


Lucrative Lake Tahoe company. Reputable, well- 
established Nevada corporation. Specializing in 
high-end vacation rentals, leases and real estate 
sales. $1.2m. Confidential. (714) 209-0064, davecy 
press1938@aol.com 


Business Opportunities 





* Outsourced Marketing & Lead Generation 
- “Rain maker” skills development 
- Operate More Efficiently! 


FREE program info: (888) 999-9800 
www.buildyourfirm.com 
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Business Opportunities 


Financial Literacy Education! Earn up to $500/hour 
teaching employees about finances. LFE Institute, 
(888) TRAIN-11 or awhinnery@lfeinstitute.com 


IMAGINE ..: SUCCESS... 


You’re the sole owner of a $750,000 
accounting practice. Imagine it took only 
five years to build the practice. Imagine 
you are being rewarded with an annual 
income of $250,000 per year. Now imag- 
ine it took only three things to get started 
‘ ... imagination, desire and calling Fi 
1-888-New Clients (1-888-639-2543). 


Imagine selling your practice and 
receiving all cash at closing. Imagine 
never having to argue price, terms or 
guarantee. Imagine having experienced, 
caring professionals to help you through 
the process - call at 1-888-New 
Clients (1-888-639-2543). 


Imagine that! 


Imagine finding the practice of your 
dreams. Imagine having all the informa- 
tion you need in one place. 

Visit www.newclientsinc.com 


Imagine that! 


Guaranteed billing increase from $50K 
to $125K during tax season 2005. 


Free Webinar-Join us May 3,-2005 at 2:30PM 
EST online to learn about aelatas 
Development Programs. To register go to: 


www.newclientsinc.com 


Cost Segregation Consulting Guide. Practice de- 
velopment/training/technical guidance: (716) 390- 
7383. www.CostSegregation.net 


Business Services 


Software compatible laser checks. 24-hour ser- 
vice. 100-$19.95, 250-$34.95, 500-$49.95 and 1,000- 
$74.95. Free samples brochure. (800) 790-6283. 


Computer Software 


Client write-up software for accountants. Fund 
accounting and fundraising software for non-profits. 
Fifteen modules. 2000+ users. Reseller opportunities 
available. Executive Data Systems, (800) 272-3374. 
www.execdata.com 


Pro-formas for professionals — Excel-based cash 
flow forecasting and budgeting software. Free support. 
$399 to $1,199. www.pendock.com (800) 567-4500. 


Accounting For Practitioners — Excel-based trial 
balance and working paper software. Free support. 
Light $399, Standard $599, Gold $899. www.pen 
dock.com (800) 567-4500. 
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Business Opportunities 


ene ai Inc. 
Ma > TAX & ACCOUNTING SERVICES 


CERTIFIED PUBLIC ACCOUNTANTS & CONSULTANTS 


WE ARE GOING NATIONWIDE AND ARE LOOKING 
FOR QUALIFIED PARTNERS & PRINCIPALS TO JOIN 
OUR FIRM TO SHARE IN OUR SUCCESS & HELP 
BUILD ON OUR UNIQUE CONCEPT OF THE FRIENDLY 
NEIGHBORHOOD & COMMUNITY CPA PRACTICE 
In 1999, a former BIG 6 CPA founded myCPA.com, 
inc.® & MyPersonalCPA.com, Inc.®. In the last 6 years, 
we have built, developed, and grown the Los Angeles 
Branch Office, from scratch, into a successful neighbor- 
hood & community CPA practice, targeting local small 
businesses and individuals. This practice provides: Tax, 
Accounting, Write-up, Consulting, Compilation & 
Review Reports services. 
































We are now ready to take myCPA.com, inc.® & 
MyPersonalCPA.com, Inc.® nationwide and are in 
search of other CPAs who would like to own an equity 
interest in this remarkable professional services Firm. If 
you are a dynamic, goal oriented, business minded indi- 
vidual, with leadership qualities, and ready to be a part 
of our Firm’s expansion history, we would like to hear 
from you. 





















We would like to hear only from serious individuals with 
a minimum of 7 years work experience as a CPA, which 
must include at least 2 years work experience and train- 
ing at a Local, Regional, National, or International CPA 
firm. Prior tax work experience is a plus, but not 
mandatory. Please send us your resume, and a cover let- 
ter stating why you think you qualify to become a 
Partner, or Principal, in our Firm. 


Reply to: Trevor H. Francis, CLU, CPA 
Senior V. P., Strategic Development 
MyPersonalCPA.com, Inc. 

269 South Beverly Drive, PMB 350 
Beverly Hills, CA 90212-3807 


Disclaimer: This advertisement is not a franchise, or business 
opportunity offering, and no such offer is being made herein. 


















Education 





Nationally accredited distance education rad 
ate degree programs in Taxation (M.S.T.), Profes- 
sional Practice Management (M.B.A.), and BAR 
Qualified Law (J.D.). No required study during the 
tax season. William Howard Taft University, Santa 
Ana, California. www.TaftU.edu (800) 882-4555. 





| MASTER‘s DEGREE ' 
IN TAXATION Re 
¢ Independent Study 
¢ Low Cost 
¢ Open Enrollment 
’ ¢ NAPNSC Accredited 
i ° CPE Credit il 
Washington School of Law 
Telephone Toll-Free: (866) 446-4336 
: Fax: (801) 446-4332 y 
1 Web: www.wsltax.org é 
_E- ae info@wsltax ore 
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Exam Preparation 


Start Studying Now 
for the CPA Exam 


HOME STUDY COURSE 


@ 135 hours of instruction: by the nation’s 
leading instructors 

 4-volume set of comprehensive textbooks 

¢ Software package including simulations 

Free update guarantee 


Visit www.lamberscpa.com 
to order a free sample DVD. 
1-800-272-0707 


Lambers 


CPA REVIEW 


Since 1966 


Financial Services 






INVESTMENT NETWORK 
By CPAs, For CPAS 
Own your in-house investment advisory 
firm without the headaches of 
compliance, reporting, and filing. 








e Free, complete training 

We do all of your back-office work 
Access to exclusive no-load funds 

No broker/dealer relationship. No sales. 
No quotas. Your firm. Your clients. 



















Take three minutes to see how we do things a 
bit differently than you're used to hearing. 


www.CPAINVESTNET.COM 






Accountants! Do you want to increase your value to 
clients that rely on working capital from secured 
lending financing? Write to The Correct Approach at: 
thecorrectapproach@wideopenwest.com for a free 
report. 


Stock loans. Restricted or un-restricted pubicly traded 
stock. $200,000-$20,000,000. Low interest. Simple. 
Confidential. www.stockloans.us.com (800) 355-0649. 


Internet 


Need a web site or up-to-date content for the one 
you have? Call Mostad & Christensen for an online 
client, newsletter; tax, business and financial tips, e- 
mail newsletter, and more: (800) 654-1654, or go to: 
www.mostad.com 


CPA web sites, online organizers, monthly newslet- 
ter, calculator, etc., (800) 690-6821. http://cpaweb 
site.com 


Marketing 


Go to: www.cpa2newbiz.com Over 2,000,000 new 
businesses start each year. Don’t miss this market. 
Direct mail programs from $295. 


JOURNAL of ACCOUNTANCY April 2005 








Marketing - 





Develop a High Quality Practice 
Frank Salman, CPA has 


* Developed five accounting firms from scratch 
° Developed firms for over 1,500 CPA’s 


* Developed marketing techniques with no 
high pressure selling 


Four hours of CPE for only $89.00 
Phone: 760-952-2491 
Website: www.accountantsmarketing.com 





Free catalog. Guaranteed profit-builders for accoun- 
tants - proven effective client newsletters, tax and 
business brochures, speeches, Internet products, 
and more. Call: (800) 654-1654, or write: 


Mostad & Christensen, Inc., P.O. Box 1709, Oak 
Harbor, WA 98277. www.mostad.com 






“OnaEER aie wee Pay You All : 
Year Round .. . GUARANTEEL a” 
Call Toll Free 24 Hr Recorded Message 
—- 1-877-890-2499 or at 
www.accountingprofitsystems.com/main 










Individual practitioner CPAs, grow your practice 
now. www.AmericanT axandFinancialGroup.com 
America’s CPAs. 


High-quality reports covers and tax folders. Reason- 
able pricing. CPA Marketing Group, (800) 369-6651. 





Practices For Sale _ 








Consider Your Options! 
Let Us Do the Work! 
Get the Right Price! 
Sell on YOUR Terms! 


Call in the experts! 


800-397-0249 


BUYERS: See our listings at 
www.accountingpracticesales.com 


ACCOUNTING 
PRACTICE 
SALES 


We Make Dreams Happen. 





For advertising information, contact: 
(800) 237- 9851 ° Fax: (727) 445- -9380 
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Practices For Sale 


New Jersey — Regional CPA firm wishes to acquire 
or merge with retirement-minded practitioners. Reply 
to: Box #195, c/o JOA, P.O. Box 1510, Clearwater, 
FL 33757-1510. 





| Buy/Sell/Merge 


ConfidentiaL/Prompt/Professional 


\Tired? 



















Over cash 
buyers 
worked? Caitina! 
Ready 
jfora 


change; 





50 1983 


www. cpasales.com | 


Reach over 85% of the nation’s CPAs when you 
advertise in the Journal of Accountancy 


Combine your print advertising with a supplemental 


internet ad on www.aicpa.org. 


For advertising information, call | 


- (800) 237-9851 or (727) 443-7666 © Fax: (800) 649-6712 


joa@rja-ads.com * www.rja-ads.com 
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Telephones: (800) 237-9851 
(7271) 443-7666 
Fax (727) 445-9380 
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Do you need to speak to 
anyone at the JofA about: 


ADVERTISING 

Rates or display ads. Direct sales 

201-938-3767 

Classified ads. 

Russell Johns Associates, inc 
800-237-9851; joa@rja-ads.com 

Media kits; mailings; editorial calen- 
dars. Direct sales 201-938-3129 


_ CHANGE OF ADDRESS 


Member's change of address; prob- | 


lems. Membership 888-777-7077 
Nonmember’s change of address; 

problems. Customer service 

888-777-7077 i 


PUBLISHED ARTICLES AND 
_ REPRINTS | 
Copyright permissions information 
hot line. 201-938-3245 
_ Academic permissions. To photo- 


copy items for educational class- 


room use, contact Copyright 
Clearance Center, Customer 
Service 978-750-8400 or 
_ www.copyright.com 
Commercial reprints (orders of 500 or 
more). Contact Diana Sholl at 
Reprint Management Services - 
717-399-1900, ext. 162 
Permission to reprint request form. 
Dial the AICPA faxback system 
201-938-3787 and request docu- 
_ ment no. 1975 
i Photocopies of old articles; article 
research (for members only). 
University of Mississippi 
1-866-806-2133 


NEW ARTICLES 
How to submit articles. Sarah Cobb 
201-938-3290 
Reprints of articles for authors. 
Marie Josey 201-938-3292 
Requests for authors’ guidelines. 
Marie Josey 201-938-3292 
Status of submitted manuscripts. 
Sarah Cobb 201-938-3290 
-Technology—articles. 
Stanley Zarowin — 
zarowin@mindspring.com 
(The JofA does not provide 
recommendations on software or 
hardware.) 
News stories. Robert Tie 
201-938-3412 


ORDERS 

For AICPA publications referred to 
in the JofA. General order line 
888-777-7077 


SUBSCRIPTIONS 

To order subscriptions to AICPA 
products. General order line 
888-777-7077 
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BY STANLEY ZAROWIN 
Say “I Quit” Gracefully 


It’s a job offer you can’t refuse—a major 
step up the management ladder and a big 
boost in pay. Accepting the offer was 
easy; the hard part is telling your current 
boss and colleagues that you’re leaving to 
go to a major competitor. You want to 
handle your resignation gracefully and 
leave without feeling you’re deserting 
them, taking company secrets with you 
or planning to steal their clients. After all, 
you not only respect your boss and many 
of your colleagues, you consider them 
close personal friends. Because of that, as 
a way to show your loyalty, you plan to 
offer to stay on for at least a month to 
clear up loose ends and help find and 
train a replacement. 

So you meet with your boss over 
lunch and tell him the news. You explain 
that you understand the delicacy of the 
situation and will handle company secrets 
in an honorable way, that while you cer- 
tainly plan to compete for new clients, 
stealing old ones is out of the question. 
Feeling rather good about yourself, you 
look forward to your boss wishing you 
well and maybe even arranging a good- 
bye party. 

Think again. To your surprise he sug- 
gests you clean out your desk immediately 
and orders security to escort you out the 
door that afternoon. Worse, he makes it 
clear you won't be getting the yearend 
bonus you expected next week. 

What went wrong? Plenty. 

First of all, don’t underestimate the re- 
action you'll get if you move to a com- 
petitor. Your boss has the responsibility to 
envision the worst: not only that you 
might share company secrets with your 
new employer and steal customers, but 
even that you might sink so low as to try 
to lure colleagues to join you. And for 
that you expect a party? 

You’re lucky he didn’t hit you with a 
noncompete lawsuit. Which brings up 
another sensitive issue: If you did indeed 
sign such an agreement, you should have 
spoken to your lawyer before accepting 
the new job and certainly before making 
your move public. Depending on how 
tightly the agreement is written, you may 
have no choice but to turn down that job. 

If your new employer is not a com- 
petitor, you may get that party and wishes 
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of good luck. But don’t count on it. 
Owners of small companies often identify 
longtime employees as family and inter- 
pret a resignation as a “divorce.” 

How should you handle the period 
between your announced resignation and 
your exit? If the company has been fair to 
you, don’t spend it playing solitaire at 
your desk. Prepare detailed memos for 
your replacement listing the status of in- 
complete work and things that need to be 
done. If asked, help train a replacement. 

At the exit interview, resist bringing 
up old complaints or identifying those 
you view as incompetent. It’s best to be 
diplomatic; after all, you never know 
whether you'll want, or need, to return, 
or to ask your old boss for a recommen- 
dation if the new job doesn’t work out. 

Of course, if your company regularly 
awards bonuses at fixed times of the year, 
don’t announce your resignation until af- 
ter the check clears. 

In other words, expect the best, but 
prepare for the worst. 


Empower Your Firm With Express Mail 
A message delivered by ex- 
press mail carries much 
more urgency and im- 
portance than a letter 
delivered by regular 
mail. So if you want 
your letter to deliver 
that powerful 
subliminal mes- 
sage, spend the 
extra money 
and send it express. 









STANLEY ZAROWIN, a former JofA se- 
nior editor, is now a contributing editor to 
the magazine. His e-mail address is zarowin 
@mindspring.com. 


An Invitation 

The JofA publishes a 
monthly collection of 

Golden Business Ideas 

and invites readers to 
contribute their favorites (for 
attribution, if you like). 


Send your ideas to contributing 
editor Stanley Zarowin via e-mail at 
zarowin@mindspring.com or regular mail — 
at the Journal of Accountancy, Harborside _ 
Financial Center, 201 Plaza Three, desey 
City, NJ 07311-3881. 





HIRE 
ACCURACY 


Robert Half International Inc. has been setting hiring standards for over 50 years. We 
not only pioneered the concept of specialized financial recruitment, we've established a 
network of over 800,000 top finance and accounting professionals — each individually 
selected to meet your hiring needs. In fact, by the time you finish reading this, we'll have 
placed yet another financial professional in a new job. No kidding. 

So as it becomes increasingly difficult to find highly skilled finance and accounting 
professionals, there's only one recruitment company that meets your exacting hiring needs: 
Robert Half. Need more? A recent survey of Fortune 1000 companies ranked Robert Half 
the number one provider of highly skilled candidates for full-time positions by a 3-to-1 
margin over our competition. So why wait — call Robert Half Finance & Accounting 
today. And make the right hire. Right away. Guaranteed” 


#3] Robert Half. 


RH} Finance & Accounting 


Specialized Financial Recruitment ou 





800.474.4253 ® roberthalf.com 


Gian 


ELITE VALUES PARTNER 


© Robert Half Finance & Accounting. A Robert Half International Company *For more details on our guarantee, contact us today! 





Rely on our Prestige Presentations” 
to open doors and command 
attention of affluent, discerning 
prospects and clients. These 


world-class presentation materials 


speak loudly and clearly about 


jonnso® 
ysan ° 


your professionalism, innova- 
tive ideas and attention to 
Cet ea aUeCeMmetloiany han amr) 


one word: Quality! 
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a eee AN INVITATION 
| THE LOCKHART GUARANTEE Learn how our Prestige Presentations can 
You risk nothing! Everything you order, including Oe eae aes CL aT RAG Ry 






design fees and custom imprinted work, is guaranteed 


to satisfy you, or return it, at our expense, for an | Ora work. eas pre cezi 
| immediate 100% refund. Period. SCS COs SOL aia 








